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EXECUTIVE SUMMARY 
THE LOS ANGELES RENT STABILIZATION SYSTEM: 


IMPACTS AND ALTERNATIVES 


Introduction 


. Rent stabilization has been in effect with respect to multi- 
family housing in the City of Los Angeles for the past six years. 
This Report presents the findings of a large scale research 
effort designed to provide City policy makers with facts, figures 
and analyses concerning the impact of rent stabilization on 
Owners of residential property, on their tenants and on the 
public at large. It is also designed to assist policy makers to 
evaluate alternative formulas for setting maximum allowable 
annual rent adjustments for rent-stabilized dwellings in the 
future. Finally, the research assesses optional methods for 
directing the benefits of rent stabilization, or equivalent al- 
ternative benefits, to low income and senior citizens, as well as 
various ways of financing such optional programs. 


Rent stabilization was not implemented in a vacuum. Many 
powerful economic and social factors influence the behavior of 
rents, the cost of shelter relative to other goods and services, 
the incentives to maintain housing, and citizen attitudes toward 
their housing situations. The period between 1977 and 1984 was 
among the most turbulent in American economic history, as mea- 
sured by fluctuations in such basic economic indicators as GNP 
growth, price inflation and interest rate change. Sorting out 
the effects of these upheavals from those of rent stabilization 
can only be done in probabilistic terms. 


The Impact of Rent Stabilization on Tenants 


The Situation of Tenants under Rent Stabilization in Los 


Angeles 


It is estimated that over 1.3 million tenants reside in some 
489,000 units in the rent stabilized housing stock. Based on 
analysis of a survey of a statistically valid random sample of 
these tenants inside the City, and a sample of renters in the 
largest contiguous cities surrounding Los Angeles (Long Beach, 
Torrance, Pasadena, Glendale, Burbank and Inglewood) which do not 
regulate rents, the study finds that: 


* About two out of five tenants in Los Angeles do not know 
whether or not their dwellings are subject to rent stabilization. 


* Average rents in the City have risen only slightly more 
slowly during the period of rent stabilization than have average 
rents in surrounding unstabilized areas. The average annual 
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fn Gen in gross rents (including utility costs) since the 
Bes roduction of rent stabilization has been 10.9% per year inside 
S Angeles, compared with 11.1% in the contiguous cities. 


7 * The same has been true of overall rent-to-income ratios. 
Xents absorbed a larger share of household income in 1984 both 
Inside and outside the City than they did in 1977. However, this 


trend has been if anything less pronounced in the City than in 
unstabilized areas. 


-- The proportion of City rent stabilized households who 
Spent more than 30% of their income on housing rose by 3.7%, 
to 37.4%, inside Los Angeles, compared to an increase of 
7.2%, to 42.2%, in surrounding unstabilized areas. Put 
another way, the 1984 housing costs of well over one-third 
of all City tenants were "unaffordable" according to the 
affordability standards used at the Federal level, but an 
even larger proportion of the households in surrounding 
areaS were in this situation. 


-- Trends in the affordability of rents in the City were 
associated with how long a household had occupied its unit. 
Average rent-to-income ratios actually decreased for those 
who occupied their units for more than six years, while they 
increased for all other tenure subgroups. 


-- In Los Angeles, the largest increases in the average 
share of income consumed by housing costs were experienced 
by Hispanic, Asian and other minority households, by larger 
households, and by households with incomes of more than 
$10,000 but less than $30,000 per year. 


-- The smallest increases in the average share of income 
consumed by housing costs were experienced by households 
that had occupied the same units for at least six years, by 
senior citizens' households, and by single member house- 
holds. Some of these subgroups experienced an average 
decrease in the share of income spent for housing. 


-- Despite the decrease in average rent-to-income ratios 
among senior citizen households, these households still had 
the highest average ratios - 33% - of any age subgroup in 
the City in 1984. Among all demographic subgroups analyzed, 
only households with incomes under $10,000 were spending 
more of their income -- 52% -- on rent. 


* Tenants in the Los Angeles area seem to be moving less 
often than in prior decades, but the decline is generally no more 
pronouneed in the City, where rents are: stabilized, (than in sur 
rounding areas that do not regulate rents. The mobility (or 
renters both inside and outside the City has declined sharply 
since 1977. 
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The percentage of long-tenured City tenants, i.e, those 
who have been in their units for six years or more, has 
nearly doubled since 19775 “leon les: to. o4e5. Viiere nas cee 
a Similar, though slightly smaller, increase in the length 
of tenure of tenants outside the City asewells 


-- Sixty one per cent of the tenants inside the City indi- 
cated that the affordability of available rental units was 
the most important impediment to moving. 


* Average population density per unit is rising in all of 
the areaS Surveyed, whether or not rents have been stabilized. 
The incidence of more than one person per room has increased 
markedly both inside and outside the City. Whereas in 1977, 9% 
of City renters lived in such circumstances, today 16% do so. 


This trend is if anything more pronounced in contiguous unsta- 
bilized areas, 


* Housing quality both inside and outside the City shows 
evidence of decline since 1977. Sixteen percent of Los Angeles 
tenants reported that there were three or more deficiencies, most 
of relatively minor nature, in their units. This compares to 
only 12% who reported such deficiencies in 1977. Again, however, 
returns from surrounding unstabilized areas were in the same 
direction and if anything more pronounced with respect to the 
more serious quality problems. 


* Tenant households' ratings of their neighborhoods remained 
predominantly positive, nevertheless. 


-- In 1977, 59% of City residents rated their neighborhoods 
as excellent or good; in 1984 the figure was 58¢2 “Thema 
ings were somewhat higher outside the City in both survey 
years; at-67% in 1977 -and 72% an’ 1984; 


-- Households with incomes of $10,000 or less were the least 
satisfied. 


-- Hispanic households reported the highest incidence of 
need in their units for repair, along with higher population 
densities than any other racial/ethnic group. Despite these 
perceptions, Hispanic households were more often satisfied 
with neighborhood quality than were members of other minor- 
ity groups. 


-- The sole attitudinal pattern that distinguished tenants 
of rent stabilized properties from those in non-stabilized 
ones was the tendency for people with longer tenure in sta- 
bilized units to be more satisfied with their units. Senior 
citizen households, and those who had resided in their units 
for six or more years, perceived less need for physical 
repair but were less satisfied with their neighborhoods than 
younger and more recently mobile households. 


a 


So | oe 
ee 
—ee ts 74 
eh) a ee 
wee Yi) 


J 2 a2 ; 
Rty eisai Aw " ‘ 


of4 a Leal Tie 
16 as 7 
Sree wir ' 
ie Sy i 
pe 42 /O ah 


oy : , 
ed a oe 


b eh meay wee 


; Pa-Sere ts 
a Tc oid: 
% sevice: e777 4 


¢ 4 OG, 


pial? 3c 


s6GG..e° 4 


malty BSOn hes. 


ef: 36° ; 
i. 2 
PEO} ai ert 


BY =a 416.62: ‘ af 


Th ans Ihe 7 as 


fhe ang =<; of 

ae = peas 

in fats ~~ 
‘a a2 AW wes 6a%¥ 


Shay ys< a ao 7 


“ hae Ta 


a 


a fi 249 0994 iP yri» = 


The Monetizable Costs and Benefits of Rent Stabilization 


* 
ea ean perceive major financial benefits from rent 
questions sass 83% of those who felt equipped to respond to 
belieucd a out the financial effect the program had on them 
See at their rents would be higher -- and usually much 

=>. Without, stabilization. 

= If one totals the tenant estimates of the money savings 
Flowing to them from rent stabilization the total net bene- 
fit to all tenants would be $792 million a year. 


-- This total is between 7 and 20 times higher than our 
estimates suggest that net benefits to all tenants actually 
were in 1984 (see below). 


ee Though rent stabilization has resulted in a net flow of 
subsidy from City landlords to City tenants that is not negiig7— 
ble, it is quite modest on a per-household basis; much of the 
Substantial subsidies that do flow to some types of tenants is 
financed by payments by other tenants of premiums above what 
their rents would be if stabilization had not been enacted. 


-- The overall subsidy effect of the form of rent stabiliza- 
tion practiced in Los Angeles is to charge higher rents for 

some units in order to permit lower rents to be charged for 

others. 


-- Thus,some groups of tenants have benefitted more and 
others less from rent stabilization. 


-- The primary determinant of the which tenants receive 
subsidy and which pay premiums is the length of the house- 
hold's tenure in the unit since the enactment of stabiliza- 
tion. Those with the longest tenure receive the bulk of the 
subsidy delivered. Those who moved during 1982-83 pay the 
bulk of the premiums. 


* The study uses two standards of comparison to measure rent 
stabilization benefit. The first assumes that in the absence of 
stabilization, rents in Los Angeles would have risen at the same 
rate as rents did rise in surrounding unstabilized areas. This 
standard is called “Imputed Rents." The second standard assumes 
that in the absence of stabilization rents would have risen to 
the levels represented by the rents charged to new tenants in 
City units that have been vacated recently. This we call “Market 
Rents." Benefits and, costs are measured by subtracting the actual 
rent paid by tenants from each of these measures of unstabilized 
rents. This subtraction can yield a net cost as well as a net 
benefit from rent stabiiizat von. 


* The net flow of subsidy between all landlords taken as a 


group and all tenants taken together is not very imposing. Over- 
311 household savings average $7 - $18 per month, depending on 
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inconac tenths and nine-tenths of one percent of household 


* 
bina? teeny Stabilized sector is so large, however, the 
even after an dollars Saved by those who received subsidies, 
ed, comes t © premiums paid by other tenants have been subtract- 
eS fe) a considerable annual sum. The data indicate the 
net subsidy is in the range of $41-106 million per year. 


te wipe using the criterion of 30% of income to represent 

: ing affordability, between 12,000 and 25,000 households have 
ousing costs that have been kept within the affordable range by 
rent stabilization. Again, however this is a net figure, meaning 
that 12-25,000 more households have been brought into the afford- 
able range by net stabilization benefits than have been pushed 
out of that range by the net costs of stabilization in the form 
of premiums above unregulated rents. 


* Those households that have not moved since the enactment 


of rent stabilization -- 34% of all households, or about 166,000 
in total -- have realized substantial average savings in rents. 


-- In 1984 these savings ran $47 - $55 per long-tenured 
household per month, on the average, or $564 - $660 per 
year. This represents 2.4% - 2.8% of household income. 


-- If rent stabilization did not exist, the average rent 


paid by this group would be 14 - 16% higher than the rents 
they paid in 1984. 


-- In 1984, these households received an estimated aggregate 
net savings of between $79 million and $113 million per 
year. 


* BR good deal of the subsidy to the long-tenured subgroup of 
tenants is financed by premiums above unstabilized rents paid by 
other tenant subgroups. 


-- Those who have been in their units for 1-2 years are the 
prime subsidizers. They averaged rents of $15 - 28 per month 
(or $180 -$336 per year) higher than the analysis indicates 
they would have been charged if there were no stabilization 
program. 


-- Tenants with 3-5 years tenure appear to be just about 
breaking even in this respect. 


-~- When benefit calculations are based on the assumption 
that recent movers are paying the rents that would be 
charged if there were no stabilization, subsidies and premi- 
ums realized and paid by all tenure subgroups other than the 
longest-tenured largely cancel out, so the net overall 
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Savings to all tenants from rent stabilization ($106 million 
per year) are about the same as the estimated savings of 
long-tenured tenants taken alone (SEIS smi om). 


The long-tenured tenants tend to include an above-average 
concentration of white, senior citizen and single-person house- 
holds. By contrast the Subgroup that is financing much of the 


subsidy to these households is disproportionately young and com- 
prised of larger households. 


* The group receiving most of the subsidy and the group 
financing most of it through rent premiums are nearly identical 
as to income composition and racial/ethnic composition, with the 
important exception that the receiving group contains a smaller 
proportion of whites and a larger proportion of members of mi- 
nority groups other than black or Hispanic. Within the white 


population, the subsidy is heavily concentrated in single member, 
senior citizen households. : 


* Households with incomes lower than $30,000 in 1984 did 
average at least somewhat lower monthly rental than they would 
have had there been no rent stabilization. Households with higher 
incomes appear to have paid higher average rents than they would 
have paid if there were no stabilization program. However,: 


-- The only income subgroup of households headed by blacks 
which averaged a significant financial gain from rent stabi- 
lization was the Subgroup with an income of less than 
$10,000 per year. 


-- No income subgroup of Hispanic households -- not even the 
poorest -- averaged any financial gain from rent stabiliza- 
tion if the standard of comparison is Imputed Rents, though 
if Market Rents are the standard, Hispanic households have 
received substantial net benefits. 


-- White households with incomes under $30,000 reaped net 
average benefits, but those in the upper income brackets 
experienced a significant average net cost. 


* Rent stabilization also has non-monetizable benefits and 
costs. Stability in the rents charged seems to be the major 
non-monetizable benefit perceived by tenants. 


The Impact of Rent Stabiliztion on Los Angeles Apartment Owners 


The Situation of Los Angeles Apartment Owners 


* There are about 489,000 stabilized rental housing units in 
the City of Los Angeles located on 70,000 properties. Half of 
the buildings contain 12 or more dwelling units. The key ques- 
tions to be answered with respect to these properties are (1) 
What have been the effects of rent stabilization on annual rates 
of return from properties inside Los Angeles, compared to those 
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Outside? (2) Are Los Angeles landlords under greater financial 
Pressure in operating buildings than owners outside the City in 


noOn=sStabilized areas? (3) How has the position of property Owners 
changed since 1977? 


9 By most objective standards the majority of stabilized 
Properties are in relatively good financial shape. While average 
rates of return have until recently been below those in unstabi- 
lized areas, returns on the average have been unfailingly posi- 
tive. Similarly, while operating expense-to-income ratios may be 


higher than in surounding areas, they are below national aver- 
ages, 


* The analysis indicates that adverse effects of rent 
Stabilization on annual rates of return were largely confined to 
the first few years of implementation of the program, and that 
Current returns are as high if not higher than those in surround- 
ing areas. Los Angeles landlords who sold their properties imme- 
diately following the enactment of stabilization did receive a 


Significantly lower rate of return than their counterparts in 
unstabilized areas, however. 


* The national average for operating expense-to-income ra- 
tios in the apartment industry indicates that expenses represent 
44% - 47% of income. Los Angeles landlords are operating below 
this ratio, although operating costs appear to be a slightly 
larger fraction of building income in the City of Los Angeles 
than in surrounding, unstabilized areas. 

* Income has risen faster than expenses between 1977 and 
1983, in the small sample within which these figures can be 
tracked. The result is that operating expense ratios have fallen 
from 49% to 40%. The key reason for the slow rate of growth in 
expenses is the impact of Proposition 13, which generated a 45% 
decline in tax expenses. This more than offset the continuing 
increases in other expense categories. 


Rates of Return on Rental Housing 


* The exact level of returns on rental housing is difficult 
to estimate. Returns on these properties can be estimated in 
several different ways. The simplest is the pre-tax return on the 
total value of the property. On this measure, the average rate of 
return between 1970 and 1984 was roughly comparable for buildings 
inside and outside the City, regardless of building types. But 
the two areas followed different paths to reach this result. How 
one evaluates this outcome depends on whether on finds equivalent 
performance in the two areas acceptable. 


-- This measure tells us, On an annual basis, the gross 
level of return generated, on average, by a particular type 
of rental property. It does not account for the effects of 
the owner's financing costs or income taxes. 
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City and non-City returns have followed very different 
Bate Over time. They were similar during the early 1970s, 
3 etween 1978 and 1981, after rent stabilization was 
Opted, returns were lower inside Los Angeles. Then, from 
neon through 1983, properties inside the City produced 
ligher rates of pre-tax return than those in surrounding 
Jurisdictions without rent stabilization. 
~- Returns vary greatly from year to year. For example 
returns on large properties inside the City ranged from an 
average loss of 123% in 1972,°tov’a gain’ of 37% inel979.: 


-- Returns vary somewhat by size of building, though the 
Overall pattern is the same. Over the period the values of 
small buildings increased by 84% within the City and 106% 
outside, while the values of large buildings increased in- 
Side the City by 112% and outside by 148%. 


* After-tax return, a second measure, can be calculated 
both on value and on the owner's equity in the property. Af- 
ter-tax rates of return exhibit the same pattern as simple, 
pre-tax returns on value. They were reduced immediately follow- 
ing the enactment of rent stabilization, but by the end of 1983 


they were as high as or higher than those in surrounding unstabi- 
lized areas. 


-- This measure comes closer to reflecting what landlords 
actually realized, but require us to make many assumptions 
which may or may not reflect the actual circumstances of a 
given property or owner. 


-- During the period prior to rent stabilization, after tax 
returns on property value averaged about 14% on large pro- 
perties and about 15% on small properties both inside and 
outside Los Angeles. For the entire period from the adop- 
tion of rent stabilization to 1983, average annual returns 
were 11% on small properties and 13% on large properties 
both inside and outside the City. The big difference 
occured in the intermediate, 1978-80 period when returns on 
value were 8% in Los Angeles and 15% outside for small 
properties, and 15% inside compared to 23% outside for large 
properties. Since 1982, returns in Los Angeles have 
exceeded those in surrounding unstabilized areas. 


-- After-tax returns are volatile on a year to year basis. 
They were consistently lower than pre tax returns (since 
taxes reduce cash flow and appreciation). 


* A third measure of return is “internal" rate of return. 
This measure tells the same story. Los Angeles rental properties 
suffered a drop in their rates in the early years of stabiliza- 
tion, but rebounded in recent years to a 1984 position that was a 
bit below the performance of unstabilized areas for the period. 
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The internal rate of return on small properties inside 
ae Outside Los Angeles was 43-44% from 1970 to 1977, and 

Or large properties 41% -44%. It fell for small properties 
to 8% from 1977 to 1981 in Los Angeles and 12% outside; for 
large properties to 13% inside and 16% outside. Recent 
returns were higher inside the City for small properties (8% 
compared to 4% for the 1981 - 84 period) and for large 
Properties in that time period (7% compared to 2%). 


-- Internal rates do not take into account the appreciation 
of Property value until the property is sold, rather than 
recognizing appreciation each year. Thus, the rates tend to 
be lower till the property is sold than the annuallized 
after-tax returns cited above. 


Expense to Income Relationships 
* Another important aspect of rental housing ownership is 
the ratio of income to expenses. Apartment owners must meet the 
Operating costs of properties, some of which they cannot control, 
Or property will deteriorate. They can raise rents to meet these 
costs within the limits of tenant incomes and rent ceilings. 
These relationships were explored through a survey of Los Angeles 
and non-Los Angeles landlords done specially for this study, and 
also through examination of three other large data sets. They 
can be reported both as absolute figures and as ratios. 

* The Los Angeles landlords who responded to the survey 
indicated that their average gross income was about $3,262 per 
unit per year, or $272 per month. After expenses and financing 
were considered, pre-tax cash flow averaged $551 per unit per 
year, or about $46 per month. 


-- About 5% of the properties in Los Angeles reported that 
the owner lost money on the building even before financing 
costs were taken into account. 


-- About 30% reported that money was lost on the building 
after financing costs were paid. 


-- This income is based on average reported rents which are 
considerably below those reported by tenants. The average 
contract rents reported by tenants were $408 per month. 
Nothing in’ the data permits us to account, for the aitter— 
ence. 


-- The most noticeable differences among buildings was asso- 
ciated with time of purchase. Buildings bought after 1978 
registered higher income, higher expenses and lower net 
operating income than those bought earlier. Recent pur- 
chasers reported a net pre-tax cash flow loss of $119 per 
unit, compared to a net pre-tax gain of $1,106 for longer- 
term owners, principally because the average financing 
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Sts of recent purchasers were more than two and one half 


times as high as the financing costs of landlords who bought 
Properties before early 1980.. 


* : 

: The national average for operating expense-to-income ra- 
: Or apartment housing is 44%-47%. Los Angeles landlords 
Ppear to be below that ratio, although operating expense ratios 


nee be marginally higher in Los Angeles than in the cities out- 
Side who do regulate rents. 


tios 


The Survey reported 43% as the ratio of expenses to in- 
come in Los Angeles, compared to 33% outside. A second 
source says the ratios are essentially identical inside and 
Outside the City, at 38% - 39%. A third source shows that 
the inside LOS Angeles® ratio. 1s 41%? ~“Avfrour thesource™ secs 
ratios both inside and outside at 38%. 


-- These ratios vary by size of building and date of pur- 
chase. Large buildings (with over 12 units) had higher 


average operating ratios than smaller buildings, according 
to the survey. 


Changes between 1977 and 1984 


* A small number of landlords reported detailed income and 
expenses for both 1977 and 1983. In this group, gross building 
income rose 66% between 1977 and 1983, or 8.8% per year. After 
expenses and financing were taken into account, this led to a 94% 
increase in net operating income, from about $980 per unit in 
1977 to about $1,900 per unit in 1982. This increase primarily 
resulted from the low rate of increase in operating costs, which 
in turn reflected a decline in property taxes that resulted from 
Proposition 13. While other costs rose, property taxes declined 


by 45%, from an average of $339 per unit in 1977 to $186 per unit 
in Less 


* In ratio terms, the operating expense-to-income ratio went 
from 49%. in«1977 to.-40% inel 983, according “to ‘the survey 761 @hos 
Angeles landlords, a result consistent with conclusions from 
national surveys conducted within the Los Angeles area. Income 
has risen by 9% annually, compounded over the period. Most 
expenses have risen even faster. But real estate taxes fell by 
45% over the period, accounting for most of the improvement in 
operating ratios. 


* In addition to providing income and expense data, owners 
estimated the value of their properties and investments. The 
average owner had owned his property for 14 years; the value of 
his building had increased by about 107% in the period, and his 
equity has increased by about 52%. The ratio of net operating 
income to current value (called the capitalization rate) was 
about 17%. On a unit basis, estimated property values have dou- 
bled since the purchase date and equity has increased sixfold. 
The ratio of net operating income to current value for the aver— 
age unit was 5.3%. 
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-- Since the number of landlords with information about 1977 
and 1983 was small, other sources of data were also used to 

calculate historical rates of return. One data set (from the 
DAMAR Corporation) suggests average per-unit costs about 

10% higher than did the landlords responding to the survey. 


-- One-third of all rent stabilized properties, containing 
20% of all stabilized units were owned free and clear, while 
50% of properties and 64% of all units had one outstanding 
mortgage, and 17% or 16% of all units had two: 


-- Fewer than one-quarter of the properties were likely to 
have quite volatile financing costs, which makes them poten- 
tially quite sensitive to changes in the rent adjustment 
mechanism. These properties had balloon or variable rate 
mortgages, 


Alternative Rent Adjustment Formulas 


* Six optional rent adjustment formulas were compared in 
Order to analyze the impact of these formulas on tenants and on 
landlords. The formulas tested are: 


(1) The all-item Consumer Price Index (CPI) for the Los 
Angeles metropolitan area . 


(2) A £ixed proportion of the CPI set to equal the ratio of 
building operating costs plus profit to operating income. 


(3) The CPI for all goods and services other than shelter. 


(4) A rate of return-based formula tied to mortgage interest 
rates and the return on tax exempt bonds. 


(5) The current flat ceiling of 7% on the annual increase in 
the rental charged for an unvacated unit, plus an allowance 
for rent financed utilities. 


(6) A cost-based index which relates rent increases to in- 
creases in operating and maintenance costs. 


* Based on current price experience, the present 7% ceiling 
would yield the highest 1985 average gross rent for tenants ($486 
per month) and rent to income ratio (29.8%). The current 7s 
ceiling would also yield the greatest revenue gain to landlords, 
while the cost-based Index formula would generate the smallest. 
Again assuming continued mild inflation, the other formulas would 
produce average gross rents for tenants between $467 and $475 per 
month and generate lower rent-to-income ratios (28.5% to 29.1%). 
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Using 1983-1984 prices as a basis for projection, the 
lowest ceiling, ony 1985 nent,adjustments, (2.23%), 1s, produced 


by the Cost Based index formula. The highest 1s produced by 
the 7% cap. 


-- Despite the different experiences of different subgroups 
of tenants, the rank order of attractiveness among optional 


formulas in terms of benefit is likely to be the same for 
all tenant Subgroups, regardless of their length of tenure. 


oa Despite the fact that different types of buildings will 
experience differing revenue and net operating income 
changes, the ranking of relative attractiveness of the op- 


ade formulas is also likely to be the same for all land- 
ords, 


-- Either the CPI or Non-Shelter CPI formula would maintain 
the average financial rent benefit of stabilization to all 
tenants as a whole at roughly its current level. Continua- 
tion. of the flat: 7% ceipldngi-could tesult eiminet sosits: to 
tenants. The percent of CPI formula, which does not allow an 
inflation pass-through for that portion of expenses repre- 
sented by mortgage interest and principal payments, produces 
a rent increase about 40% lower than those derived from 
either the all item or the non-shelter component of the 


CBLs The effect of the cost index-based formula would be 
about the same. 


“ I 16 aL fiiewlt to identity whet rate of return ious ae 


when calculating a rate of return formula designed to maintain a 
flow of investment into real estate. Using a formula which 
employed as a standard the return on low grade municipal bonds, 
or this rate in combination with the interest rate on second 
mortgages, would produce a mandatory reduction in rents in most 
years so substantial that it would strain building finances to 
the point of insolvency. This largely reflects the high average 
rate of capital appreciation of Los Angeles rental properties. 
The potential volatility of a rate of return standard would also 
threatens the rent stability and predictability prized by 
tenants. 


* The formulas vary greatly over the long term in ease of 
administration. Of all the formulas considered here, except for 
continuation of a flat ceiling which requires no adjustment at 
all, the full CPI and non-shelter CPI are the easiest to imple- 
ment, since they require the calculation of only a single number 
each year and the compilation of the Index is performed at ano- 
ther level of government. The cost-based formulas, on the other 
hand would require regular updating of data bases on actual 
building cost experience. 
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Alternatives and Supplements to Rent Stabilization 


: * A number of different programs could be enacted as alter- 
natives to rent stabilization that would deliver similar benefits 
to those now delivered by stabilization. These include housing 
vouchers, subsidized new construction and conversion of existing 
properties to low-income cooperatives. However, delivering bene- 
fits equivalent to those now received by either low income or 
moderate income and elderly households would involve more dollars 
than the net subsidy now received by all rent stabilized tenants, 
because the net benefits received by the households targeted 
would not be offset by the premiums now paid by ineligible house- 


holds. A source of funds that provides between $83 and $173 
million would be required. 


* The analysis indicated that at this level of funding all 
options tested would force a tradeoff between providing a 
small amount of help to each household in the target bene- 
ficiary groups, on the one hand, or bringing the housing 
costs of only a small minority of them into the affordable 
range. This reflects the fact that rent stabilization, 
whatevery its other effects, has not brought anything like 
all low income and/or senior citizens housholds' rents into 
the range generally accepted as affordable. 


* To supplement the benefits of stabilization so as to en- 
Sure that poor and senior citizen households spend no more than 
30% of their incomes for housing, $128 to 287 million would have 
to be raised in addition to the current flow of rent 
Stabilization benefits. 


* Several means to raise these funds were considered. These 
include a decontrol tax, a transfer tax on the sale of property, 
and an additional gross receipts tax. Supplemental funding 
might be provided by a vacancy tax, an annual unit tax, or by a 
tax on higher income renters who appear to be benefitting from 
stabiliztion. All of these options would involve substantially 
higher tax rates than have been traditionally levied in Los 
Angeles, and most would apply to tax bases composed of small 
portions of the population, so the burden would be sharply felt. 
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THE LOS ANGELES RENT STABILIZATION SYSTEM: 
IMPACTS AND ALTERNATIVES 


CHAPTER 1 
INTRODUCTION AND STATEMENT OF PURPOSE 


This Report presents the findings of a large scale research 
effort carried out under contract with the Rent Stabilization 
Division of the Community Development Department of the City of 
Los Angeles, The work was conducted by a consortium of firms led 
by Hamilton, Rabinovitz, Szanton and Alschuler, Inc. (HRS&A), 
which served as the prime contractor, and the Urban Institute, 
which designed and performed the basic analysis of the data 
assembled. Arthur Young & Company performed the data collection 
from property owners and audited those data for errors and omis- 
Sions. Professional Research Organization, Inc. conducted the 
interviews in the telephone survey of tenants. However, all 
Survey instruments and other substantive tools employed in both 
Surveys were produced by the project leaders. A complete list of 
the names of members of the project team may be found at the end 
of the Report. 

This Report covers all aspects of the rent-stabilized pro- 
perty sector in the City of Los Angeles other than that involving 
mobile homes. The mobile home situation is addressed in a com- 


panion Report. 


5 Ue | Introduction 


Sensible public policy toward rents charged on multifamily 
dwellings is among the most demanding of the challenges faced by 
urban governments. The commodity involved -- shelter -- is a 
basic necessity of existence. The people directly affected, both 


tenants and landlords, make up a large proportion of the total 
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population. The economic implications of the rents charged and 
the returns on investment received are crucial at all levels of 
analysis, from family budgets to the structure and dynamics of 
the local economy taken as a whole. It is unsurprising, in view 
of the scale and the fundamental nature of these issues, that 
they tend everywhere to generate deep convictions and high 
emotions, both of which are freely expressed in the political 
process. 

This is as it should be. The policy choices to be made are 
never entirely dictated by facts or technical analyses, however 
orderly or sophisticated. The decisions must express value judg- 
ments that are necessarily subjective. Though a quantitative 
formula can reflect and implement a policy, no sensible policy 
can be made or explained if the formula is regarded as anything 
but an instrument to realize the balance among fundamental values 
that underlies it. Valid public policy must be rooted in the 
substantive aims of society, not in a futile hope that the facts 
and/or the instruments of policy implementation will in them- 
selves decide the basic issues. 

Having accepted this, however, there remains a critical role 
for fact-gathering and analysis. Value judgments can be trans- 
lated into systematically effective policy only if policy-makers 
are deeply informed about the factual context and the likely 
effects of the options available to them. lLuck may occasionally 
suffice, but consistent, long-term effectiveness is only probable 
if policy-makers have a sound base of information about the 
situation that they are trying to affect and the likely extent 
and mechanics of impact of each of the instruments they might use 
to carry out the will of the governed. 

The Mayor and City Council of Los Angeles recognized this in 
thetr action, taken on November 14,° 1983, authorizing a study of 
the Los Angeles multifamily rental housing market to be conducted 
under the direction of the General Manager of the Community De- 
velopment Department. This study has been managed by the Depart- 
ment’'s Rent Stabilization Division, working with a Steering 


Committee of representatives of property owners, tenant groups, 
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Organized labor and other knoweledgeable parties. It has been 
Carried out in part by the Division itself and in part by con- 
sultants and contractors. 

The mandate of the Mayor and Council specified three broad 
target areas for study: 


* A documented basis for setting an objective formula 
for adjusting the maximum annual increase in the rents 
charged for stabilized units permitted by the City's 
Rent Stabilization Ordinance. 


* Analysis of possible alternative methods of 


directing the benefits of rent stabilization to low 
income and senior citizen tenants. 


* Development of statistically reliable information on 
a range of housing market performance indicators that 
were to include the following: 


-- The range of contract rents charged for 
residential units and trends in that range over 
time. 


-- Residential rental unit costs, including 
operating expenses and debt service. 


== Vacancy rates, 

-- Rates of household mobility. 

-- Population density rates. 

-- The income levels of tenants. 

-- Changes in the size and quality of the resi- 
dential rental housing stock. 

Additional later amendments to the initial action by the 
Mayor and Council called for analysis of the mobile home market, 
the rent-to-income ratios of tenants in relation to the subsidies 
received from rent stabilization, and the effects of the vacancy 
decontrol aspect of the policy established by the Ordinance. 

This Report is part of the Division's response to this 
mandate. Accordingly, the purpose of the project and of this 
Report rs, not to propose jpolicy but, to build.solid,. factual sand 
analytic tools that duly elected and appointed City officials can 
use as they weigh the merits of each option. The extraordinarily 


complex nature of the subject matter makes this a tall order in 
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itself. We believe that this Report responds to that challenge. 


Nevertheless, it must be clearly understood that the construction 
of a data base and a set of instruments neither preempts nor 
obviates policy decisions. It can help a great deal by mapping 
the range of the feasible and equipping policy implementers to 
maximize their knowledge of the likely results of their actions, 
but these steps cannot eliminate or resolve conflict between 
fundamentally different value systems. That resolution must be 


left to the political process that was created for precisely that 
purpose, 


1.2 Objectives of the Project 


The basic objective of the project was to help the City to 
construct the data bases and the analytic infrastructure neces- 
Sary to understand how the rental housing market for multifamily 
dwellings works, and to assess the municipal policy options 
available with respect to that market and the people involved in 
it. What this Report provides are (a) facts, systematically 
(b) 


which probe the interrelations of these facts and the changes 


gathered, verified and retrievable by computer; and analyses 
that have been or are likely to be generated by stated types of 


policy intervention. The task of the project team has been to 


collect the data and perform the 
manner permitted by the state of 
protect or attack any particular 
tion (or non-regulation), but to 
and subject it to professionally 
reveal the practical outcomes of 


has some possible interest. The 


analyses in the most effective 
the trevelant anes. .it 2s moto 
ideology regarding rent regula- 
assemble accurate information 
designed analytic routines that 
the approaches in which the City 


reader will find no excursions 


into theory nor any ideological exhortations from the contractor 


on the value questions that are for the City alone to decide. 


Turning to the specifics, 


the first goal of the project was 


to assemble a series of data bases which equipped the project 


team, and subsequently the City, 
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* Understand the trends and mechanics of the muti- 


family rental housing market and the impact of rent 
Stabilization from the standpoint of property owners, 
tenants and the public at large. 


* Evaluate alternative formulas for setting annual 


allowable rent adjustments for rent-stabilized dwel- 
lings. 


* Assess optional methods for directing rent stabili- 


zation or equivalent alternative benefits to low income 
and senior citizens. 


The second objective of the project was to develop a concep- 
tual and operational approach to analyzing possible formulas 
governing rent adjustments in terms of their impacts on land- 
lords, tenants and City revenues. The third objective was to 
evaluate each of the prototype formulas approved for analysis by 
the City and compare the likely impacts of each in the light of 
the data collected in the course of the project. The fourth and 
final objective of the effort was to report all findings and 
document them in orderly and comprehensive fashion. 

This Report, together with its companion volume on the 
mobile home component of the rent-stabilized housing sector, 
summarizes the findings reached in the course of achieving the 
objectives set forth above. Another volume of Technical Appendi- 
ces provides methodological analysis and further detail on many 
findings. The reader with a deep, technical interest in the 
topic is urged to review the Appendices as well. However, the 
team has exerted a substantial effort to make the body of the 
Report meet the needs of the non-technician if taken alone, while 
also remaining aS comprehensible to that reader as is possible 


within the constraints imposed by a complex topic. 


1.3 Structure of the Report 


The document is organized into five Chapters. This Chapter 
presents a general statement of the context and the purpose of 
the enterprise. Chapter 2 looks at the central questions from 
the perspective of impacts on the tenants of rent-stabilized 


units in Los Angeles. It reports and analyzes the data received 
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in a large-scale telephone survey of tenant households inside and 
Outside the City that was conducted by the project team in the 
last months of 1984. It also compares those returns with compar- 
able data from the years before enactment of rent stabilization 
in order to measure trends as well as recent conditions. 

Chapter 3 focuses on the perspective of the owner of rent- 
Stabilized properties. It reports and analyzes both the data 
from preexisting data sets and the results of a written survey of 
landlords inside and outside of the City performed by the project 
team during the same period that tenants were being surveyed by 
telephone, 

Chapter 4 is devoted to analysis of the likely past and 
future effects of six possible approaches to regulation of rent 
increases, the current flat ceiling on raises in the rent charged 
for units that have not been vacated and five optional formulas 
that might be adopted as options for a flat ceiling. This Chap- 
ter also examines the likely effect of a change in the current 
policy -- known as vacancy decontrol -- in which no limit is 
placed on the rent that can be charged to an incoming tenant 
MOVING Into. a vaCant “unit. 

Chapter 5 addresses the probable effects and funding requir- 
ements of several types of subsidy programs that might be con- 
Sidered either as replacements for or as supplements to rent 
stabilization if another means were sought to target the 
financial benefits of stabilization more directly on particular 
beneficiary groups. The Chapter then discusses nine optional 
mechanisms for raising the funds necessary to finance these 
substitutive or supplementary programs. 

Throughout the document the geographic units used in the 
analysis are the six Labor Market Planning Areas that have been 
established by the City. Since the boundaries of these Areas are 
not widely known, an Exhibit is provided at the end of this 
Chapter which shows them superimposed on a map of the City. The 
reader may wish to refer to this map in reviewing the findings 


presented. 
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Each Chapter attempts to interrelate the findings reported 
in the previous ones. Our purpose is not to compartmentalize the 
perspectives taken, but to meld them into the seamless whole that 
is reality. It is only when the full picture emerges that the 
makers of public policy have the proper factual and analytic 
framework in which to make their judgments. We hope and trust 


that this Report meets that rigorous test. 
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EXHIBIT 1-1 
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CHAPTER 2 
THE BENEFITS AND COSTS OF RENT STABILIZATION 
TO LOS ANGELES TENANTS 


This Chapter examines the impact of rent stabilization on 
Los Angeles tenants who live in stabilized units other than 
mobile homes. Several key issues are addressed: 
* What is the current housing situation of the rent 
stabilized population in the City? 


* How has it changed since the enactment of rent 
stabilization? 


* What financial benefits and costs have accrued to 
this population as a result of rent stabilization? 


* What proportion of these benefits and costs apply 
to low income and/or elderly households? 


* _What benefits and costs of a non-financial nature 


can be attributed to rent stabilization? 
Documented answers to these questions are critically important to 
informed deliberations on rent stabilization policy of the kind 
that the Los Angeles City Council plans to undertake. 

The Chapter has five principal sections. We begin by descri- 
bing the data sets employed in the analysis. We then examine 
broad trends in the costs and quality of rental housing inside 
and outside the City during the period 1977 to 1984. The third 
section presents estimates of the benefits and costs that have 
resulted from rent stabilization which can be expressed in finan- 
cial terms, while the fourth section examines other benefits and 
costs that do not lend themselves to financial expression. Final- 
ly, the Chapter concludes with a brief summary overview of our 


general findings. 


. ha a 


_ - a 


™ 
Mare aap &O aie Ja 


7 - ' 
F “iy CAPRA FOS 
_ 7 a 


a tanga “rea 
0EZA Gi on 


; S36 eS 


7 iit tu 
at White: 


- 
; o agp ve 2 
oO a - et ee 


7 hice; Ta art 


hae 


me Pw! & 
_ ‘ie 7 coy fet faze 9: 


7 Pas ea “Sz 
mH ; Jaa RANE firs 
pei oe nati; Ligand’ 
a ioe inh bah <4 
, hi. Sy VsFleup ‘rx 
Pee Ter pei mer os 


ipelP ais az 


they iane ans) oe oe 


4 


wp mt 


Be 


Th 


f>¢9 
- 


ia 


f Sect: hy 


2.1 The Tenant Data 


Two data sets were used in the analysis of benefits and costs 
to tenants: the 1977 Annual Housing Survey (AHS) conducted under 
Federal auspices and including data on the Los Angeles area as 
Part of a nationwide data base; and a 1984 survey of tenants in 
the Los Angeles area conducted specifically for this study.1l Each 
data set was drawn from a random sample of renters inside and 
outside of the City of Los Angeles. However, due to the differing 
purpose of the two surveys, the “control" households (i.e., the 
households surveyed outside the City) were drawn from a broader 
area in the 1977 AHS than in the 1984 survey. 

To be specific, the 1984 tenant survey selected control 
households from six municipalities contiguous to Los Angeles that 
do not apply any form of rent control: Long Beach, Pasadena, | 
Torrance, Glendale, Inglewood and Burbank. These six cities con- 
tain about 29 percent of the total number of renters who live 
outside the City of Los Angeles, but within the local Standard 
Metropolitan Statistical Area.2 By contrast, the AHS data encom- 
passes the entire SMSA, but do not identify the resident juris- 
dictions of the households in the sample other than those resi- 
ding in Los Angeles and Long Beach. As a result, control house- 
holds in the 1977 sample may have resided in Long Beach or any- 
where within the suburban ring, including but not limited to the 
six cities from which the 1984 control households were drawn. 

To ensure that the types of housing units included in the 
analysis were representative of the units subject to rent sta- 
bilization in Los Angeles, each sample excluded single-family 
units3 and units in subsidized housing. In addition, the 1977 
sample was adjusted to exclude units renting for more than the 
"luxury cut-offs" established by the 1979 Los Angeles rent sta- 
bilization Ordinance, which exempted these relatively high-rent 
units from the stabilization program.4 The 1984 sample excluded 
units in buildings constructed after 1978, which are exempted 
under the Ordinance, and Los Angeles renters who reported that 


their units were exempt from stabilization. 
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The survey process necessary to make this adjustment yielded 
the first finding of major importance revealed in the course of 
the study: more than two out of five tenants in the City of Los 
Angeles reported that they did not know whether or not their 
dwellings are subject to rent stabilization. The precise frac- 
tion was 41% of all tenants. Despite all of the policy debate 
and resulting press attention to the issue that has occurred over 
the past six years, it seems that a very substantial share of the 
Los Angeles renter population has not been moved to learn whether 
there is a legal ceiling on the rents that they can be charged. 
This level of tenant unawareness may in itself have public policy 
implications. 

Because there is often a correlation between higher incomes 
and greater awareness of public policy and law applicable to the 
Survey respondent, households that reported uncertainty as to 
whether they were subject to stabilization were excluded from the 
1984 sample only if they lived in single-family units or if their 
units rented for more than $2,500 per month. The latter approxi- 
mates the "luxury cutoff" rental for a four-bedroom unit that was 
stated in the Ordinance, but inflated to the value expressed in 
1984 dollars. 

Exhibit 2+1 summarizes the characteristics of the samples 
used in the tenant analysis. The 1977 data base contains informa- 
tion on a total of 4,388 renters, 2,351 in the City of Los Ange- 
les and 2,037 in surrounding areas. The 1984 sample includes 
2,299 renters in Los Angeles and 404 in contiguous, unstabilized 
cities.5 Sampled households outside the City tend to have higher 
incomes and are less likely to be headed by members of minority 
groups and elderly persons. These patterns are evident in both 
samples, although the differences in age are relatively small in 
1984. Finally, the units inside the City tend to be a bit smal- 
ler in terms of number of rooms than those outside, but the 
buildings in the City sample tend to contain more units. 

In order to improve the comparability of the Los Angeles and 
non-Los Angeles samples, we defined a total of 18 household types 
for 1977 and 28 types for 1984, based on the joint distribution 
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EXHIBIT 2-1 


THE 1977 AND 1984 TENANT SAMPLES 


LST 1984 
Inside Outside Inside Outside 
Los Angeles Los Angeles Los Angeles Los Angeles 
Number of 
Households AE oY ped 8 z,299 404 
Household L[Lacome 
(2%) 
< $5,000 23 20 Z L 
$ 5,000- 9,999 29 26 LZ 12 
$10,000-19,999 34 38 33 i 
$20,000-29,999 9 LO 21 28 
$30 ,000-39,999 4 3 8 LO 
$40 ,000+ Z 2 24 24 
100 LOO 100 L100 
Average Lucome $11,741 $12,459 $23,634 S295 204 
Race of Head (Z) 
White 59 68 a3 65 
Black 14 8 19 13 
Hispanic 20 19 18 LZ 
Other 7 5 8 7 
L100 L00 100 100 
Age of Head (Z) 
Under 30 33 39 ya) 26 
30-61 47 43 Se 56 
62+ 20 18 16 19 


L100 100 L00 L100 


Average Age 42 41 YEG? 42 
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of the reported incomes and races of the respondents. We then 
constructed a set of statistical weights for each survey year 
which made the distribution of control households by income and 
race identical to the distribution observed in the Los Angeles 
Sample. In the analysis that follows, all data for households 
outside of the City of Los Angeles have been weighted in this 
Manner. While this should increase the comparability between the 
control households and those in the City, comparisons between 
such households must recognize that the underlying samples may 


remain somewhat different across locations and over time. 


Ay A Comparison of Trends in the Housing Situation 
of Renters: 1977-1984 


Despite this important caveat, some basic insights on the 
impact of rent stabilization can be gained by comparing broad 
trends in the cost and quality of housing inside and outside of 
the City during the periods before and after enactment of the 
stabilization program. This section begins by examining changes 
in average rents and rent-to-income ratios between 1977 and 1984. 
It then examines trends in other factors that arguably might be 
affected by rent control, including household mobility, the phy- 
Sical condition of the housing stock, and the ratio between 
numbers of occupants and numbers of rooms in the housing unit 


where they live. 


2.2.1 Trends in Rents and Rent-to-Income Ratios 

Analysis of these trends requires that the payments that all 
tenants make for habitable shelter be converted into a standard | 
basis of comparison despite the fact that some landlords provide 
utilities within the rental charge and others do not.6® Most 
tenants who do not pay for their own utilities have no occasion 
to know what portion of their rent payment is traceable to reim- 
bursement of the landlord for payment of utility bills... However, 
tenants in both samples who paid their own utilities did furnish 
data on the monthly costs of these utilities. Thus, by adding 


their utility costs to their rent payments, it was possible to 
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convert their monthly expenditures for habitable shelter into 
figures comparable to the rent payments made by households in 
buildings where utilities were included in the rent. This Report 
refers to the figure that includes both rent and utilities? as 
“gross rent." The term "contract rent," refers only to those 
Payments made directly to the landlord, which sometimes do but 
usually do not include a component to defray utility costs. 

Exhibit 2-2 presents information on average gross rents in 
each of the survey years. The Exhibit also presents information 
on the changes that occurred in average gross rent-to-income 
ratios over the seven-year period, as well as shifts in the dis- 
tribution of these ratios.8 Differences between 1977 and 1984 
averages that are shown to be significant by standard statistical 
tests are identified by asterisks. 

The first major finding presented by the Exhibit is that 
Over the period between the surveys average gross rents in rent 
stabilized units within the City of Los Angeles rose by a total 
of 116% -- or an average of about 10.9 % per year9 -- from $205 
per month in 1977 to $444 in 1984. This increase was slightly 
smaller than the average increase that occurred in non-stabilized 
units in surrounding areas, where average gross rent rose by a 
total of 120%, from $213 per month to $469. This works out to an 
average growth of about 11.1% per year. Although the units sam- 
pled outside the City were always a bit more expensive on the 
average than those inside, the data indicate that the rate of 
growth in average rents between 1977 and 1984 differed by only 
about two-tenths of one percent of gross rent per year in the 
Jurisdiction that has chosen to enact rent stabilization. fnisc 
difference is too small to permit confident judgment as to how 
much of it may reflect rent stabilization and how much reflects 
other economic and other factors that distinguish Los Angeles 
from contiguous cities. 

The reader should bear in mind that these figures refer to 
average rents and rent increases. The situations of individual 
units and households may differ greatly within the City and be- 


tween the City and the surrounding areas. Thus, the fact that 
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EXHIBIT 2-2 
TRENDS IN RENTS AND RENT-TO- INCOME 
RATIOS: 1977-1984 


Inside Los Angeles Outside Los Angeles 


1977 1984 1977 1984 
Average Contract Rents $189 *** $408 *** $193 *** $422 *** 
Average Gross Rents $205 *** S444 *** $213 *** S469 *** 
Average Gross Rent-to- 26.9% *** 28.5% #** 27.5% = 29.7% ** 
Income Ratio 
Distribution of Households 
by Rent-to-Income Ratios 
<O<20 Bh ey 5 al fl Sa alAn nn 40.3% ** 33075 = 
220 = 530 26.67 Zledt 24.8% 24.0% 
30 - .40 | Oe > Ye UY Oe ya 15.7% | wags 
- 40+ Be hes VA) 19394.* ie Bee PS PAS YPN See 


*** The difference between the 1984 and 1977 ratios is statistically significant at 


the 99% level of confidence. 


** The difference is statistically significant at the 95% confidence level. 


* The difference is statistically significant at the 90% confidence level. 
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average gross rents have risen at roughly the same rate inside 
Los Angeles and in Surrounding unstabilized jurisdictions does 
not mean that rent stabilization has had no effect on City 
renters. Stabilization applies only to units that are not vaca- 
ted and to tenants who do not move. Rents on vacated units can 
be raised by any amount. Because the City's rent stabilization 
program has since 1979 capped annual increases in the contract 
rents charged to tenants who do not move at a maximum well below 
the average rate of increase that the data show actually occurred 
in the stabilized housing stock, it is clear that the experience 
of City tenants who moved has been very different from those who 
did not, and probably also quite different from counterpart 
movers and non-movers in unstabilized areas. It is only when the 
experience of City tenants who moved is averaged against that of 
tenants who stayed put that the rent trend line in the City 
becomes nearly identical to the trend line in unstabilized areas. 
The second major finding presented in Exhibit 2-2 is that 
both inside and outside the City average gross rents rose faster 
than average tenant income between 1977 and 1984, so that rent 
absorbed a larger share of household earnings at the end of that 
period than at the beginning, but this trend was less pronounced 
in the City than in the unstabilized areas. Current Federal 
housing programs treat “affordable housing" as housing that 
costs no more than 30% of household income.19 The proportion of 
City rent stabilized households spending a larger share than that 
for housing rose from 33.7% to 37.4% over the period, while in 
the non-stabilized areas this segment of the renting population 
grew from 35.0% to 42.2%.11 At the other end of the scale, the 
proportion of households spending less than 20% of their income 
for housing dropped noticeably both inside and outside the CLey. 
Whether the Federal 30% standard is in fact a reasonable 
definer of housing affordability has been the subject of some 
controversy in recent years. Some sentiment has favored a 40% 
standard. The data indicate that even according to this standard 
one in every four households living in non-stabilized rental 


units in the cities contiguous to Los Angeles occupies housing 
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that it cannot afford, and that one in every five rent-stabilized 
households is in the same position. And, in both areas this 
Proportion has grown significantly over time. 

Turning to the distribution of trends. in gross rents and 
rent-to-income ratios since 1977 among demographic groups in the 
City's rent-stabilized population, it quickly becomes clear that 
some have experienced more of the general deterioration in hous- 
ing affordability than others. Our major findings in this regard 
are shown in Exhibit 2-3, which displays trends in gross rents 
and gross rent-to-income ratios for groups of tenant households 
in the City defined by age of household head, household size, 
income, race, and length of tenure.l2 This breakdown, which is 
highlighted below, shows that the largest average percentage 


increases in the share of income consumed by housing costs were 
experienced by: 


* Hispanic, Asian and Native American households. 


* Households with five or more members. 


* Households that have been in their current units for 
not less than one nor more than five years. 


* Households with incomes of $10,000 to $30,000 per 


year. 

Members of each of these groups averaged the largest increase 

in the size of the share of their incomes represented by the cost 

of their rental housing, as against other members of each group. 
On the other hand, the smallest average percentage increases 

in rent-to-income ratios (some of which did not rise at all, on 

the average) were experienced by: 


* Households that have occupied the same units for at 


least six years. 
* Single-member households. 
* Elderly households. 


* White households. 
The data indicate that the average ratio of gross rents-to-income 
of the first three of these groups declined between 1977 and 
1984, though statistical tests confirm only the fall in the ratio 
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EXHIBIT 2-3 


TRENDS IN RENTS AND RENT.’ -TO-INCOME RATIOS IN 


LOS ANGELES BY HOUSEHOLD TYPE: 


Age of Head 


Under 30 
30-61 
62+ 


- Household Size 


One 
Two 
3-4 
oy 


Income 


< $10,000 
$10-20,000 
$20-30 ,000 
$30-40 ,000 
$40 ,000+ 


Race 


White 
Black 
Hispanic 


Other 


Length of Tenure 


*k* Differences between 1977 and 1984 ratios are statistically significant 


kk 
* 


Recent Movers 
1-2 years in unit 
3-5 years in unit 


6+ years in unit 


Gross Rents 


1977 1984 
$207 $460 
$209 $447 
$194 $379 
$185 $384 
$228 $485 
S218 $485 
$201 $434 
$172 $393 
$221 $405 
$262 $448 
$306 $507 
$346 $563 
$229 $489 
$168 $402 
$168 $371 
$190 $453 
$212 $496 
$207 $495 
$205 $440 
$189 $371 


at the 99% confidence level. 
Differences are significant at the 95% confidence level. 
Differences are significant at the 90% confidence level. 


1977-84 


Gross Rent-To-Income 


Ratio 


E97 TaC) 


Zoe 12% 
24.0% 
34.12% 


29.4% 
25.0% 
25.8% 
21.3% 


3] 23% 
19.72% 
13.63% 
11.14 
08 .9% 


27.9% 
29.2% 
24.17% 
21.7% 


27.2% 
26.8% 
24.7% 
28.5% 
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30.1% 
26.7% 
33.4% 


28.4% 
27.2% 
29.0% 
32.1% 


51.9% 
37.0% 
24.5% 
18.8% 
15.3% 


27.9% 
30.2% 
29.1% 
27.2% 


28.7% 
30.6% 
2TS2 Ie 
26.7% 


1984 (%) 
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for non-moving households as very probable; the drop in the 
ratios for single-member and elderly households could be illu- 
SOry, but even if these ratios were stable that would distinguish 
these groups from virtually all others. The ratios for white 
households were identical in the two years. 

The reader should note with respect to elderly households 
that, although their rent-to-income ratios did not increase, they 
paid among the highest proportions of their income for rent both 
in 1977 and in 1984. The effect of events and circumstances 
during the seven-year period was to bring the ratios of other 
groups up toward that of elderly households, but usually not far 
enough to equal the income share that older Los Angeles renters 
paid for shelter. 

It must also be emphasized that all groups experienced 
growth in their average gross rents over the period, and that the 
dollar amounts of these average increases were often larger for 
groups that are not listed above as most or least affected in 
percentage terms. By definition, percentage change depends on 
how high a base one starts from. As will be seen later in this 
Chapter, if the question asked is which groups paid or did not 
pay the largest number of gross rent dollars between 1977 and 
1984, different answers emerge. But to the extent that policy 
focus is on the proportion of income spent for rent, the groups 
identified stood out from the rest. 

Breakdowns of rents and rent-to-income ratios for demo- 
graphic groups in unstabilized areas outside the City are not 
presented here because sample sizes for some groups were small. 
In general, however, the same trends seemed to prevail both in- 
side and outside the City. Problems of housing affordability 
increased most in large households and lower income households. 
The only notable difference between the City and surrounding 
jurisdictions was that long-term tenancy appears to have provided 


greater insulation from rent increases inside the City. 
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The statistics presented above depict changes in the overall 
Structure of gross rents in Los Angeles before and after the 
enactment of rent stabilization. However, in part because the 
1977 average includes the experience of a number of households 
that have since moved out of the City, these data do not reveal 
the average rent increase that was experienced by just the 
tenants who resided in Los Angeles in 1984. Such information is 
available from the 1984 tenant survey, which asked households to 
Specify their rent when they first moved into their unit. If the 
households had been in the unit for more than six years, the 
respondent was asked to state the rent that had been charged for 
the unit in 1978, the base year of rent stabilization.13 Some 
75% of the Los Angeles tenants sampled in 1984 (excluding recent 
movers) provided answers to these questions. 

The resulting data are presented in Exhibit 2-4, stratified 
by the length of tenure of the reporting households, and showing 
a comparison between actual reported experience since the house- 
hold moved into the unit and a simulation of the maximum stabil- 
ized rent that seemingly could be charged for that unit in 1984 
under the provisions of the rent stabilization Ordinance.14 Rents 
presented here refer only to payments that tenants make to their 
landlords, not the additional amounts that most of them pay for 
utilities. This payment to the landlord is what the rent sta- 
bilization Ordinance refers to as "contract rent" and it is the 
only figure to which the rent stabilization ceilings apply. The 
reader should also be aware that it was not technically possible 
to include within this simulation of maximum allowable rent the 
upward adjustments that the Ordinance permits for capital im- 
provements or hardship exceptions. Therefore, the "allowable" 
figure shown is probably a bit understated. Also, there are 
always reasonable questions about the accuracy of the data that 
result when one asks respondents to report events they experienc- 
ed years before. 

Despite these difficulties, the Exhibit shows that reported 
average 1984 contract rents were near the possibly understated 


"allowable" level for tenants of all lengths of tenure, but for 
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EXHIBIT 2-4 


REPORTED RENT INCREASES BY LENGTH OF TENURE 


Length of Initial Current Maximum 
1-2 years S417 $ 455 $ 460 
3-5 years $ 306 $ 390 $ 400 
6+ years $220 $ 336 $ 336 
All ee V4 0) $ 397 $ 403 


(excluding 
recent movers) 


ict seme 44 


Pees 


ee 


“1 
2 
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no tenure class did the level exceed the "allowable" figure. 
Average contract rents were about 1.5% less than the estimated 
"allowable" maximum, and the average annual rent increase implied 
by the difference between 1984 rents and those at the time the 
household moved in ran close to the maximum permitted under the 
Ordinance. Some 22% of the respondents reported 1984 contract 
rents that were more than 10% above the estimated "allowable" 
maximum, while about 24% reported rents that were less than 90% 
of that maximum. This general pattern held true regardless of 
length of tenure. These findings should be reviewed in light of 
the possible understatement of the allowable maximum and the 
likely imperfections in the data for past years. 

To get another angle on the evolution of rent payments to 
landlords, the 1984 survey also asked households a general ques- 
tion on the frequency with which their (contract) rents had 
increased and whether such increases had tended to be above, 
below, or equal to the maximum increase permitted by the Ordi- 
nance. The responses of all respondents who gave substantive 
answers to these questions are presented in Exhibit 2-5. Once 
again, recent movers have been excluded, along with those who 
responded that they did not know or were not sure, a group that 
comprised about half of all respondents.15 

The majority of respondents whose answers are summarized in 
the Exhibit reported that they had received a rent increase each 
year. However, about 32% of the respondents who had lived in 
their units for one or two years reported that they had never had 
a rent increase. Conversely, only 4% of the households who had 
lived in their units for six or more years reported never having 
had a rent increase. A similarly small percentage of all tenure 
groups reported that their rent had been increased more than once 
a year. 

As to the amount of the increase, of those who indicated 
that they knew what the ceiling was, nearly 83% in all tenure 
groups reported that their rent increases had always been as high 
as the ceiling would permit. The remaining 17% were about evenly 


split between those who said that their rent had been raised more 
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EXHIBIT 2-5 


REPORTED FREQUENCY AND AMOUNT OF RENT INCREASES 


Length of Tenure 


Un2 Years. o> Jo elears peegcue cee 
Frequency of Rent Increase 
Never had an increase 327, 137, 4h 
One each year oy ers 63% 69% 
More than one per year 3% 4% 4% 
Less than one per year 14% 20% 23% 
100% 100% 100% 
Amount of Rent Increase! 
More than the maximum 5% 6% Ds 
Always the maximum 79% 80% 827% 
Less than maxitaum 6% 6% 47, 
Sometimes more/sometimes less Th a% 5% 
Don*~ t know maximum 5% yA 47% 
100% 100% 100% 


a 


1. Excludes households that have never had a rent increase. 
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than the lawful maximum, those who reported increases of less 
than the lawful maximum and those who said that they had had both 
experiences at different points in time. A small but reasonably 
consistent contingent in each tenure group said that they did not . 
know what the maximum was. 

Thus, the 1984 survey data indicate that most tenants now 
resident in Los Angeles who feel equipped to respond to questions 
of this kind believe that their rents are increased every year to 
the maximum extent the Ordinance allows. The survey also asked 
respondents what role special fees charged by the landlord and/or 
Capital improvement surcharges had played in the increases they 
had experienced. Again excluding recent movers, 9% of the survey 
respondents indicated that their landlords had levied special 
fees for services provided. About 9% (though not necessarily the 
same 9%) of all respondents indicated that they had received a 
Capital improvement surcharge. Most (82%) of the households that 
reported such surcharges were unable to provide the exact amount 
of the surcharge, but among the minority that did report an 
amount, the average surcharge was about $21, or about 6% of the 
rent they paid to the landlord. 


An Arey Other Changes in the Housing Situation of Area 
Residents 


The previous section described overall changes in the level 
and structure of rents since the enactment of rent stabilization 
in Los Angeles. This section examines other changes in the hou- 
sing situation of area tenants. We begin by examining changes in 
household mobility rates (i.e. the frequency of tenant turnover) 
before and after rents began to be stabilized. We then review 
changes in the incidence of more than one person per room in a 
rental unit. Finally, we report households' perceptions about 
the quality of their neighborhoods and dwelling units. Although 
comparable data are not always available on these questions from 
the 1977 survey, comparisons over time are made whenever 


possible. 


13 


v 


aoe A, elk 
Mf Ribs Subag won: + 
’ 
eee Ses erent) sa! 
' oF Egjehirs tes) 
Beeesocl 16 eiear sds 


‘i 


ae 


or i 


oe 


ae 
| 
] 


Pas 


PeRGS Aleaays bod) 
; ve Te enbetacns 6:4 


: nn j 
ae - Pe 
,“ t 7 
: D Per! ne 


nite ‘ 


44an? bier 4 ‘SOD ( 


) het5 a on 


: 


piesa @os) |i 


Ried “tearing s 212.1 
4 


Wem Neeks) £4 fa. 76 


. il said Rqéaita 
ave ‘36 (888). Ones 


) 


-Hi6 
Et, « Nee ef 


SS imise Sotitensxs 1) 


= 


. & : : ( 


ae P@eA Lith 
OR faq ec ane 
ie Tats ia 


a phd Lek Ag aDOoO 


“S824 mx. « 


ontw 


whe wrt SOME tieh Suendhe- 


me OL Seveliy len ac: 
SaPOVOW Feenal Ei ha to 


- 


Be: Oe lel Ger esd er 


4 S Yura ; 


s 6 


OF Alderrs ws: 
Bi sate asi9lnis oi; 5, 
SPOR Agee aos 2). 


7 
5 
‘ 
‘on 4 Po | i (crag: 
ITA Gi 1 
i ad ‘2 = 


Changes in Mobility Rates. The first major finding of the 
Study with respect to tenant mobility is that it has declined 


Significantly in recent years in the Los Angeles area, both 
inside and outside the boundaries off the City. This 1s shown in 
Exhibit 2-6, which compares the average length of tenure in 1977 
with that in 1984, as well as the respective distributions of 
households in terms of the average number of years that they have 
lived in their current units. 

The Exhibit shows that in the City of Los Angeles the aver- 
age length of tenure increased over the period by almost two 
years, and the number of long-term tenants (defined as those who 
had been in their units for six or more years) nearly doubled, 
from 18% to 34%. At the same time, the proportion of households 
that had been in their units for less than one year declined 
sharply, from 31% to 21%. Similar phenomena were reported in 
cities contiguous to Los Angeles and, indeed, throughout the 
metropolitan area. All available data indicate that area rent- 
ers, whether resident in the City or not, are considerably less 
mobile than they were in the recent past. Because this decline 
in movement is so general, there is no basis in the data for 
attributing the City's sharing in it to enactment of rent sta- 
biligation. 

Exhibit 2-7 breaks down mobility trends among the Los Ange- 
les rent-stabilized households according to income, race, house- 
hold size and the age of the household head. The mean length of 
tenure is shown for each subdivision of each group, along with 
the percentage of each that consisted of recent movers, on the 
one hand, and households that have never moved during the rent 
stabilization era, on the other. The Exhibit shows that, al- 
though the mobility of every subgroup declined between 1977 and 
1984, elderly and very low income households tended to be the 
least mobile, and lower income households, racial minorities, 
large families, and elderly households all registered above 
average declines in mobility. Although not presented here in 
detail, comparable trends were again observed in surrounding, 


unstabilized areas. 
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EXHIBIT 2-6 


TRENDS IN MOBILITY RATES: 1977 - 1984 


Inside Outside 
Los Angeles Los Angeles 
Lo7d 1984 Lo7d 1984 

Average Number of Years 3.56 yrs.*** 5.49 yrs.*** 2.91 yrs.*** 4.44 yrs.*** 
ietribueion by 
Length of Tenure: 

< One Year CWE PAE A se Hadad 24 Sex 33.59% *ee) 24.02% 

1-2 Years 55.0m VSS 23594 *** BT. 64 SBR) 29. tL eae 

3-5 Years LOS Ghee Lbs Uti te 14.7%. *** 24.07, **% 

6+ Years a7 eee 34.1% *** 13.8% *** 22.9% *** 


*** Difference from 1977 to 1984 is statistically significant at the 997% 
confidence level. 
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Income Class 


< $10,000 
$10-20,000 
$20- 30,000 
$30-40,000 
$40,000 + 


Race 


White 
Black 
Hispanic 


Other 


Household Size 


One 
Two 
3-4 
i ae 9 


Age of Head 


Under 30 
31-61 
62 + 


TRENDS IN MOBILITY BY HOUSEHOLD TYPE: 
1977-1984 (LOS ANGELES ONLY) 


Mean Length 
of Tenure 


1977 
(Years) 


1984 
(Years) 


EXHIBIT 2-7 


Percent 


Recent Movers 


1907 
he 


31.6% 
31.0% 
28 .0% 
29.47 
41.5% 


28.9% 
34.2% 
34.47% 
34.6% 


28 4% 
37.0% 
28.7% 
30.0% 


48.47% 
26.9% 
12.6% 


To  —————————— 


*k*k Difference between the 1984 and 1977 figures is statistically 


at the 99% confidence level. 
** Difference is statistically significant at the 95% confidence 
* Difference is statistically significant at the 90% confidence 


1984 
he 


18.1% 
21.3% 
21.1% 
21.4% 
YA te YA 


21.7% 
20.1% 
21.12% 
25.62 


19.6% 
23.1% 
23.2% 
16.22% 


39 .0% 
18.0% 
Oe PAVA 
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Percent 
6+ Years 
1977 1984 
ve vA 
20-30% REM Dolls 
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In the 1984 Survey, an attempt was made to identify some of 
the principal causes of changes in tenant mobility. Respondents 
were asked to name the main factors that might discourage them 
from moving to a different rental unit. Possible discouraging 
factors included a shortage of vacant units, scarcity of avail- 
able units that the respondent felt he/she could afford, scarcity 
of units of adequate size, concerns about safety and neighborhood 
quality, worries about the cost of moving, and the desire to buy 
a home rather than move to another rented property. 

The major finding that emerged from the responses to this 
question was quite clear: the affordability of available rental 
units was far and away the most commonly cited impediment to 
moving. This factor was listed by 61% of the respondents inside 
the City of Los Angeles and 58% of those outside. No other factor 
was identified by more than 10% of the respondents in either 
location. Since no comparable data are available for 1977 or any 
other prior year, we cannot report whether this view of afforda- 
bility as a reason to stay put has strengthened or weakened since 
the advent of rent stabilization in Los Angeles. But there seems 
to be no question of its primacy in 1984. 

Other Attributes of Housing. Exhibit 2-8 presents informa- 
tion on reported changes in the quality of rental housing in the 
Los Angeles area and in the quality of the neighborhoods where 
this housing is situated. In particular, it shows the incidence 
of crowding (defined as more than one person per rooml6), the 
incidence of need for repair of physical aspects of the unit or 
the building in which it is located, and tenant perceptions of 
the quality of their neighborhoods and dwelling units. Neighbor- 
hood quality was measured by a household's overall rating of its 
neighborhood as a place to live (excellent, good, fair, or poor). 
As to physical deficiencies, units were classified as “perceived 
in need of repair" if they had incomplete plumbing facilities,1/ 
inadequate heating equipment1l8, or three or more less serious 
defects commonly associated with undermaintenance.19 While such 


ratings are necessarily subjective, they provide rough evidence 
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EXHIBIT 2-8 


TRENDS IN CROWDING, HOUSING QUALITY 
AND NEIGHBORHOOD RATINGS: 1977-1984 


Inside Outside 
Los Angeles Los Angeles 
1977 1984 Lo77 198s 

Average Persons Per Room -672*** -196*** 06 24%** -801*** 
Proportion Crowded 9.3% «xe 15.8% *** 6.8% *** 16.54 *** 
Proportion Perceived 

in Need of Repair L257 eF* 15% 67 As ASB cine * b5% 97 or ** 

Incomplete Plumbing 1.4% *** O64 **- 0.7% 1.4% 

Inadequate Heat 10.8% 10 .07% By Ar oft LO S22 

3 or More Minor Defects 156% *** 7 sO Zn*** 16 3% se* Onl, aa * 
Neighborhood Rating 

Excellent 14.9% 15.5% 19.67 21.2% 

Good 44.3% * 42.4% * 46.6% * 5.07% * 

Fair 32.0% 31.8% Ha eS a a: LLe0 2 

Poor Sei4 7” A ea Se he 5.97, 4.9% 


adit Differences between 1984 and 1977 figures are statistically significant at the 
99% confidence level. 


** Differences are statistically significant at the 95% confidence level. 


* Differences are statistically significant at the 90% confidence level. 
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of the changes in housing quality since the enactment of rent 
Stabilization in Los Angeles, as perceived from the perspective 
of tenants inside and outside the City. 

The first major finding reported in the Exhibit is that 
population density in rental housing has increased dramatically 
both inside and outside the City. In 1977, about 9%, ofsrenters in 
the City of Los Angeles reported that their households contained 
more than one person per room in the unit where they lived; by 
1984 that proportion had risen to nearly 16%. The corresponding 
figures for Surrounding areas were 7% in 1977 and 17% in 1984.20 
The average number of persons per room also increased signifi- 
cantly. That average rose from 0.67 to 0.80 within the City, and 
from 0.62 to 0.80 in surrounding areas. The data leave little 
question that Los Angeles area residents are steadily raising the 
ratio between the number of household members and the number of 
rooms occupied by the household. 

However, aS with the decline in tenant mobility, the data pro- 
vide no basis to relate the increase in population density to 
enactment of rent stabilization in Los Angeles. If anything, the 
data reported indicate that the density trend since that enact- 
ment has been more pronounced in contiguous areas than in the 
City, although the small size of the non-City sample should make 
one cautious about any such conclusion. If overcrowding has been 
a growing problem, by 1984 it had become a problem of approxi- 
mately equal dimensions in rent-stabilized areas and adjoining 
non-stabilized areas. According to these data, stabilization 
neither caused it nor did it cure it. 

The second important finding arising from the data reported 
in Exhibit 2-8 is that the reported incidence of units and/or 
buildings in need of repair also increased between 1977 and 1984 
both inside and outside: of the City. In 1977, about. 12% of ai) 
units/buildings in Los Angeles were classified by their tenants 
as "perceived in need of repair;" by 1984, this proportion had 


increased to 16%. This increase was not caused by any rise in the 
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incidence of inadequate plumbing or heating, both of which showed 
declines over the period. Rather, it reflected growth in the 
Proportion of units with three or more less serious deficiencies. 

In non-stabilized areas outside the City, the direction of 
the trend was the same but the rate of physical deterioration 
Seemed to be much greater and the increase in serious problems 
seemed to be much more prominent. The proportion of units/buil- 
dings reported to be in need of repair outside the City more than 
tripled between 1977 and 1984, from about 5% to about 16%. Part 
of this traced to an increase in the incidence of less serious 
deficiencies comparable to the one reported by City residents. 
But the factors that spurred the suburbs to a much higher rate of 
reported deterioration than the City's were a tripling in the 
proportion of units with inadequate heat and a doubling of the 
proportion of those with inadequate plumbing. Once again, and 
particularly given that one would normally expect such structural 
factors as heat and plumbing to hold relatively constant over 
time, the small size of the non-Los Angeles sample suggests 
caution about making too much of this apparent difference between 
areas. 

Leaving aside whether this difference in the incidence of 
serious problems inside and outside the City is real, however, it 
may be significant that City tenants reported no increase in the 
most serious problems and that the rate of incidence of less 
serious ones grew at about the same rate in the Los Angeles rent- 
stabilized population as in the non-stabilized households in 
surrounding areas. This again suggests that the presence or 
absence of rent stabilization has not been a major factor in 
determining trends in rental housing maintenance. The data do 
indicate that declining maintenance is a problem, but it seems to 
be a problem common to both the City of Los Angeles and to unsta- 
bilized jurisdictions in its environs. 

The final major finding reported in Exhibit 2-8 is that, 
unlike the behavior of other indicators of perceived housing 
quality, tenant household ratings of their neighborhoods remained 


fairly constant in the City throughout the period, and constant 
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to rising in surrounding areas. In 1977) about 59% of City resi-= 
dents rated their neighborhoods as "excellent" or "good;" in 
1984, the figure was 58%. Neighborhood ratings were higher out- 
Side the City in both Survey years, and the proportion of non-Los 
Angeles respondents who rated their neighborhoods as "excellent" 
or "good" increased from 67% to 72%. The same contrast occurred 
at the other end of the quality scale, with the proportion of 
City tenants rating their neighborhoods as "poor" rising a bit 
while the corresponding proportion of non-City residents shrank. 
In view of the fact that the non-City ratings were always sub- 
Stantially higher than those recorded in the City, and that the 
differences in trend were very modest, it does not appear that 
the enactment of rent stabilization had any discernible effect on 
tenant perceptions of neighborhood quality. 

Exhibit 2-9 breaks down the 1984 survey returns on housing 
and neighborhood quality according to the income, the race, the 
size, and the length of tenure of the reporting household, along 
with the age of the household head. These data show a number of 
important things with respect to the distribution of perceived 
problems of quality. 

First, the distinctive perceptions of very low income house- 
holds were clearly etched. Households with incomes of $10,000 or 
less stood out in both categories of housing problems and were 
the least satisfied of all income groups with the quality of 
their neighborhoods. Conversely, households with incomes of 
$40,000 or more reported better neighborhood ratings and lower 
incidences of repair problems than did those in all other income 
groups. While these households had relatively low population 
densities per room, these densities were not as low as those 
reported by households with $10,000 less in annual income. 

Second, Hispanic households reported much the highest inci- 
dence of needs for physical repair, along with much higher popu- 
lation densities per room than those. recorded by any other racial 
group, while white households reported the lowest incidence of 
repair problems, the lowest densities and the greatest degree of 


satisfaction with their neighborhoods. Hispanic households, 
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RATINGS BY HOUSEHOLD TYPE: 


Income Class 


< $10,000 
$10-20,000 
$ 20-30 ,000 
$30-40,000 
$40 ,000 


Race 
White 
Black 
Hispanic 


Other 


Household Size 


Age of Head 


Under 30 
31-61 
62+ 


Length of Tenure 


< L year 
1-2 years 
3-5 years 
6+ years 


EXHIBIT 2-9 


CROWDING, HOUSING QUALITY, AND NEIGHBORHOOD 
1984 (LOS ANGELES ONLY) 


Average 
Number of 
Persons 


Per Room 


-936 
a O5 
732 
619 
-669 


~596 
758 
1.356 
955 


~430 
- 667 
1.189 
1.740 


881 
- 832 
se 


815 
-870 
803 
699 


Percent 


Crowded 


20.9% 
15.97 
are WA 
6.0% 
8.37 


Bey 
13.54 
44.27 
25.02 


0.0% 
Delh 
30.0% 
82.9% 


16.6% 
18.57% 
De Ih 


14.7% 
17.4% 
18.52 
12532 


Percent 
Perceived 
In Need of 


Repair 


fas pend 
15.87% 
14.0% 
14.9% 
else 


9.6% 
Loreal 
OLeZs 
E ZA 


12.97 
13.5% 
18.5% 
27.4% 


17.0% 
16.9% 
11.8% 


15222 
15.8% 
tiwen 
14.77% 


Percent 
Satisfied 
with 


Neighborhood 


48.27% 
DLLs 
64.6% 
62.7% 
65.6% 


62.32 
49.6% 
Siler 
49.27 


60.5% 
61.2% 
53.2% 
50.8% 


54.6% 
58.0% 
60 ali 


80.2% 
74.5% 
732207 
T3207, 


@-4 @a” A,? 


cay Binet 


| hs 
a eu) mee) Oey lene un 


cpecepet - 


Fe. ©) 


gee 


despite their perceptions of repair needs and their higher aver- 
age population densities, were more satisfied with neighborhood 
quality than were members of other minority groups. 

Third, households with five or more members reported a much 
higher incidence of need for physical repair of their units 
and/or buildings than did smaller households, and the large 
households were less satisfied with their neighborhoods than were 
smaller ones. It will also be noted that nearly 83% of the large 
households contained more than one member per room in the 
dwelling unit, 

Finally, elderly households and those who had been resident 
in their units for six or more years were noticeably less crowded 
and perceived less need for physical repair than younger and/or 
more recently mobile households. There was, of course, a good 
deal of overlap between elderly and long tenure households. 
Elderly households also ranked their neighborhoods relatively 
high, although long-term tenants as a group were the least satis- 
fied with the quality of their neighborhoods. 

The 1984 tenant survey asked additional questions of tenants 
inside and outside the City with respect to their current levels 
of satisfaction with seven specific aspects of their housing and 
location. These were unit size, unit condition, building upkeep, 
the distance that must be traveled from home to work, the amount 
of rent charged, the landlord, and the building manager. The 
responses of those who answered these questions are summarized in 
Exhibit 2-10. The term "satisfied" refers to those households who 
reported that they were either "very satisfied" or "somewhat 
satisfied" regarding each item.2! Among those who said they were 
satisfied, both inside and outside the City, there were a few 
more who answered “somewhat satisfied" than responded “very 
satisfied" in all instances save one. The exception was the 
level of satisfaction with the distance that must be traveled to 
work. In that case tenants inside the City -- but not those in 
surrounding areas -- recorded a markedly higher "very satisfied" 


than "somewhat satisfied" reading. Yet, when the “verys" and the 
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EXHIBIT 2-10 


PERCENT SATISFIED WITH CURRENT HOUSING: 1984 


Lanside Outside 
Los Angeles Los Angeles 

Size of Apartment 86% 85% 
Physical Conditioa 79% 80% 
Overall Upkeep 1) fe 17% 
Distance to Work 89Z%* 912%* 
Rent 74% 75% 
Landlord/Owner 75Z%* 81Z** 
Manager T9R 719% 
Speed of Repairs 70% 12% 


** Difference is statistically significant at the 95% level of 
confidence. 


* Difference is statistically significant at the 90% level of 
confidence. 
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“somewhats" were added together in the City and outside, the 
residents of contiguous cities produced a higher "satisfied" 
Proportion as to commuting distance than did City tenants. 

The first major finding that emerges from the Exhibit is 
that most tenants, inside and outside of the City, report that 
they are more satisfied than not with regard to all seven items. 
In no case did the satisfied majority fall below 70% of the 
respondents in either geographic area, and in most instances the 
majority was 75% of more. Within the relatively high level of 
general Satisfaction that this suggests, it seemed clear that the 
things that tenants were most satisfied with were commuting 
distance and the size of their units, while they were least 
Satisfied with the speed with which physical repairs were done. 
But at least three out of four expressed complete or relative 
satisfaction with all other circumstances mentioned, including 
rent, building management and ownership, overall upkeep and 
physical condition. 

The second notable finding evident from Exhibit 2-10 is that 
there was very little difference in the levels of satisfaction 
expressed by rent-stabilized tenants in the City and tenants of 
non-stabilized properties in contiguous areas. The satisfaction 
readings track each other very closely on nearly every count, and 
are nearly identical with respect to the amount charged for rent. 
Only two items generated statistically significant differences: 
satisfaction with the landlord and with commuting distance. In 
the latter case, the difference was very small (91% vs. 89% 
satisfied). With regard to perceptions of the landlord, the dif- 
ference was a bit larger (81% satisfied outside the City vs. 75% 
inside), but it still only distinguished between a majority of 
four out of five as against three out of four. The possibility 
that this modest difference in perception is traceable to the 
fact that one group's rent was officially stabilized and the 
other's was not is reduced by the fact that the two groups were 
about equally satisfied with their rent levels, the management of 


their buildings and all measures of effective building mainte- 
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nance. The tenant satisfaction readings received did not suggest 
that the presence or absence of rent stabilization made a major 
difference in prevailing attitudes. 

Exhibit 2-11 presents the same data on satisfaction levels 
inside and outside the City, but responses are stratified by the 
household's length of tenure. It shows that for most factors 
that are subject to change over time the level of satisfaction in 
both areas tended to decline the longer the household stays in 
the unit. However, this was not the case with respect to the 
satisfaction of rent-stabilized City tenants with the amount 
charged for rent. Here, satisfaction increased with length of 
tenure, which it did not among non-stabilized tenants in contigu- 
OuS areas. It seems reasonable to conclude that the distinctive 
pattern inside Los Angeles is related to the tenure-based bene- 
fits that are features of the City's rent stabilization program. 
Nevertheless, it must be stressed that all differences in satis- 
faction levels occured within a fairly narrow band of variation, 
as evidenced by the fact that two-thirds or more of the members 
of all tenure subgroups in the City reported relative satisfac- 


tion with their rents. 


2.2.3 General Directions of Change 
It is much clearer from the data that problems of housing 


cost and quality are increasing in the greater Los Angeles area 
than that the increase is related to the presence or absence of 
rent stabilization as it is now practiced within the City. Aver- 
age rents are rising, but at only a slightly slower rate in sta- 
bilized as against unstabilized sectors. The same is true of 
average rent-to-income ratios. Tenants are moving less often 
than in prior decades, but the decline is no more pronounced if 
rents are or are not stabilized. Average population density per 
unit is rising everywhere surveyed, while most measures of hous- 
ing quality suggest general deterioration, whether or not rents 


have been stabilized. In the Los Angeles area, as available data 
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EXHIBIT 2-11 
HOUSING SATISFACTION BY LENGTH OF TENURE: 1984 


Length of Tenure 


Los Angeles 
Size of Apartment 87% 85% 84% 88% 
Physical Condition 85% 80% 79% 75% 
Overall Upkeep 83% 78% 77% 713% 
Distance to Work 86% 87% 92% 91% 
Rent 69% 65% 717% 82% 
Landlord/Owner 84% Lp 79% TI 
Manager 85% 79% 82% 74% 
Speed of Repairs 76% 69% 69% 67% 

Outside Los Angeles 
Size of Apartment 89% 82% 17% 93% 
Physical Condition 922 MEY 71% 79% 
Overall Upkeep 89% 72% 715% 10% 
Distance to Work 927 88% 927% 96% 
Rent 80% 69% 76% 197 
Landlord/Owner 89% 78% 19% 76% 
Manager 847% 85% 787% PAA 


Speed of Repairs 89% 71% 70% 67% 
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indicate is also true in the rest of urban America, housing is 
becoming less affordable by historical standards and that fact is 
affecting many aspects of household budgets and behavior. 

By and large, on the other hand, the data indicated that 
neighborhoods in the Los Angeles area are generally perceived to 
be holding their own in stabilized and unstabilized circumstan- 
ces. Tenant attitudes toward neighborhood conditions are very 
largely positive and do not seem to vary at all with whether 
their rents are stabilized. The sole attitudinal pattern that 
distinguishes tenants of stabilized properties from those in 
non-stabilized ones is a tendency for people with longer tenure 
in stabilized units to be more satisfied with their rents than 
are households which shorter tenure. 

These overall findings bear out the point stressed in Chap- 
ter 1: rent stabilization was not applied in a vaccuum. Many 
powerful economic and social factors influence the behavior of 
rents, the cost of shelter relative to other goods and services, 
the incentives to build and maintain housing, and citizen atti- 
tudes toward their circumstances. The period between 1977 and 
1984 was among the most turbulent in American history, as mea- 
sured by fluctuations in such basic economic indicators as GNP 
growth, price inflation and interest rate change. Sorting out 
the effects of these upheavals from those of rent stabilization 
can only be done in general and probabilistic terms. 

Nevertheless, the data do seem to show that rent stabiliza- 
tion has had important distributional effects. Although overall 
averages do not usually differ very significantly from those 
registered in unstabilized areas, it seems clear that some groups 
of tenants have benefitted more and others less from the program 
as administered thus far. Indeed, since the overall average rent 
charged and paid in stabilized areas is so close to that in un- 
stabilized ones, it follows that the there is no more than a 
modest flow of subsidy from all landlords of stabilized proper- 
ties, taken together, to all tenants of those properties, taken 
as a whole. Rather, the overall subsidy effect of the form of 


rent stabilization enacted in Los Angeles seems to be to charge 
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higher rents for some units in order to permit lower rents to be 
charged for others. Put another way, some tenants pay rent pre- 
miums above what would be charged them if there were no stabili- 
zation so that other tenants may pay subsidized rents. We move 


now to an analysis of the financial dimensions of this cross-sub- 
Sidization. 


2a3 An Analysis of Monetizable Benefits 


The previous section reviewed broad trends in the Los Ange- 
les rental housing market since 1977. This section estimates the 
effects of rent stabilization that can be expressed in dollar 
terms. Of course, many types of costs and benefits cannot be 
Satisfactorily or precisely measured in money. We will deal with 
some of these in the next section. Here, we are concerned with 
the measurable financial effects of stabilization and the distri- 
bution of these effects across various subsets of the rent-sta- 
bilized population. 

We begin with a brief description of the methodology emp- 
loyed to estimate financial benefits and costs. We then present 
our estimates of the level of these financial effects and their 
distribution among types of City tenants.22 A more detailed dis- 


cussion of the underlying methodology is presented in Appendix B. 


2.3.1 What to Measure Reality Against? 


The first challenge that faces any attempt to measure the 
financial effects of public policy is to determine what standard 
of alternative reality to meaSure against. What we know is what 
really happened; in this case, that rent stabilization was intro- 
duced in the City six years ago. What we cannot be absolutely 
certain about is what would have happened to rents if stabiliza- 
tion had not been enacted. There is no perfect measure of how 
the rental market would have behaved without stabilization. MThe 


best that the analyst can do is to find the most plausible mea- 
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Suring rods that arguably indicate what might have happened if 
rents had not been regulated, and then employ them with the un- 
derstanding that none of them is likely to be accurate in every 
respect, 

If possible, it is always better to use more than one such 
measuring rod. This acknowledges the fact that as good arguments 
may be made for one standard as for another. It also avoids the 
Spurious accuracy suggested by a single benefit or cost estimate 
when others, based on other concepts of alternative reality, may 
have an equal technical basis for confident use. Ideally, one 
tries to employ standards that tend to bracket the plausible 
range of scenarios, i.e., one that tends toward one end of that 
spectrum and another that tends toward the other end. 

For these reasons, we have used two different concepts of 
what would have happened to rents in the City of Los Angeles if 
stabilization had not been introduced, and thereby derived two 
sets of estimates of financial effects. In order to understand 
all that follows in this and later sections, the reader must have 


clearly in mind these two concepts and how they differ. 


The first concept is that in the absence of rent stabiliza- 
tion rents in Los Angeles would have risen at the same rate as 


rents actually did rise in unstabilized areas contiguous to the 
City. This is not as simple a standard as it sounds. Housing 


outside the City is not necessarily identical in type to that 
inside, and may not have changed its characteristics in the same 
way over time. However, we used mathematical analysis to derive a 
rental housing inflation rate that controlled for such changes. 
In this Report we refer to the estimates of the rents that would 
have developed in Los Angeles without stabilization as "Imputed 
Rents." Put another way, whenever the term “Imputed Rents" is 
used, it means the rents that would have evolved in the City if 
Los Angeles rents had not been stabilized and had developed in 


the same way that rents for comparable units did in fact develop 


in adjoining, unstabilized areas, 23 
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The second concept used as a standard for comparison is that 
in the absence of rent stabilization rents in the City would have 
risen to the levels represented by the rents actually charged for 
the City units that have been vacated recently, permitting their 


Owners to charge new tenants whatever rent they wished to set. 
Estimates based on this concept are referred to herein as "Market 
Rents." This label is not meant to suggest that these rents are 
necessarily the same as those that would have been tolerated by 
the market if stabilization had not been introduced. It is simp- 
ly a term of convenience intended to denote the rents that Los 
Angeles landlords have actually charged for recently vacated (and 
thereby decontrolled) units in the City. 

Within each concept of the rents that might have been 
charged if stabilization had never been enacted, we have estima- 
ted benefits and costs by subtracting the actual rent paid by the 
Stabilized population from each of these conceptions of unstabil- 
ized rents. Note that this subtraction can yield a net cost as 
well as a net benefit from rent stabilization. If, for example, 
rents charged in the City to recent movers are actually higher 
under rent stabilization than the amounts being charged for simi- 
lar units outside the City (i.e., if vacancy decontrolled rents 
are higher than Imputed Rents), then the financial effect on 
recent movers will register as negative, although the financial 
effects on other subsets of the population may be positive. 

The Market Rent concept, on the other hand, is based on the 
assumption that landlords on average charge recent movers the 
same rents that would prevail in the absence of rent stabiliza- 
tion. As a result, recent movers, on average, show neither gains 
nor losses from rent stabilization when Market Rents are used as 
the standard of comparison. 

On the average, the behavior of Imputed Rents and Market 
Rents has been fairly similar in the years since rent stabiliza- 
tion was introduced. Imputed Rents have risen by roughly 11.5% 
per year during that period, while Market Rents have risen by 
about 11%.24 Once again, however, this is an average which may 


mask quite different experiences associated with particular indi- 
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viduals, groups or housing units. It is incorrect, therefore, to 
assume either that both standards increase by a percentage in 
this range for any unit, or that the standards necessarily behave 
Similarly with respect to that unit. 

It is easily seen that, like all other measuring rods of 
what might have been, both the Imputed Rent and the Market Rent 
Standards are imperfect bases for comparison. It is possible 
that rents in the areas around the City have been affected by 
perceptions that the stabilization policy might spread, so that 
the Imputed Rent standard may understate what would be charged if 
Stabilization had never appeared. Conversely, vacancy decontrol 
may result in recent movers paying higher rents for vacated units 
inside the City than they would pay for the same housing if there 
were no stabilization program. If true, this would mean that the 
Market Rent standard might overstate the rents that would be 
charged if there had been no stabilization. The behavior of land- 
lords who own rental property both inside and outside the City 
may have been affected by stabilization constraints in ways that 
affect the accuracy of both standards. 

There is no absolutely reliable analytic way to sort out 
these possible distortions. However, using one standard that 
seems likely to err in the direction of overstatement and another 
that leans in the other direction is likely to result in a range 
of estimates that brackets the true financial effects. We be- 
lieve that these two standards yield such a range of estimates. 
Even so, the reader is cautioned once again to remember that 
rental markets are complex phenomena influenced by a wealth of 
economic and social factors that extend far beyond rent stabili- 
zation. We believe that our estimates of the financial effects 
that have been associated with stabilization are as technically 
sound as the data base will permit, but it should not be assumed 
that the same effects would materialize if the same policy were 


applied in a very different future economic or social context. 
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2.3.2 Estimates of the Money Benefits and Costs to Tenants 


By comparing the rents that tenants in the Los Angeles rent- 
Stabilized population reported that they paid in 1984 with both 
Standards of what rents they would have paid without rent sta- 
bilization, we have derived estimates of the net benefit or cost 
arising from the rent stabilization program. Exhibit 2-12 pre- 
sents these estimates for all stabilized households taken toge- 
ther, and then for each tenure subgroup. The estimates are made 
in terms of the number of dollars paid to the landlord each 
month, whether or not this amount includes utilities.25 The aver- 
age household income and actual contract rent of each group are 
repeated from earlier Exhibits for easy reference. Figures pre- 
ceded by minus signs indicate that rent stabilization has created 
a net monthly cost to that subgroup, on the average, as against 
the rent that they would pay if stabilization had not been 
enacted, 

The first major finding that emerges from this Exhibit is 
that, consistent with our earlier finding that average rents have 
risen only slightly more slowly in the stabilized City areas than 
in surrounding unstabilized areas, by 1984 rent stabilization was 
achieving only modest dollar savings for all tenants taken toge- 
ther. Our estimates indicate that the range of overall tenant 
savings ran $7-18 per month, depending upon which standard one 
uses to simulate what would have happened without rent stabiliza- 
tion. These savings represent something between three-tenths and 
nine-tenths of one percent of average tenant household income. 

As previously noted, this means that, considered on a per-house- 
hold basis, the flow of subsidy between all landlords taken as a 
group and all tenants taken together is not very imposing. 

The second principal finding that the Exhibit supports is 
that, within this modest flow of average overall subsidy, dif- 
ferent tenure subgroups have fared very differently from a finan- 
cial standpoint. Those who have not moved since the enactment of 
rent stabilization have realized substantial savings in rents 


regardless of which standard of comparison is used. In 1984 we 
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EXHIBIT 2-12 


COSTS AND BENEFITS FROM RENT STABILIZATION BY LENGTH OF TENURE 


Estimated 
Monthly Savings Average Average 
Based on Based on Monthly Contract 
Imputed Rents Market Rents Income Rent 
‘ All Households oa $ 18 $ 1970 $ 408 
Length of Tenure 
Recent Movers -6 0 2101 463 
1-2 Years -28 -15 1935 457 
3-5 Years -3 11 1964 394 


6 or More Years 47 5D 1925 334 
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Calculate that these savings ran $47-55 per month on the average, 
Or $564-S660 per year. This works out to about 2.4%-2.8% of 
household income, a particularly non-trivial share in view of 
the fact that the subgroup with the longest tenure is also the 
One with the lowest average income. 

Put another way, the analysis indicates that if rent sta- 
bilization did not exist, the average contract rent paid by this 
longest-tenured subgroup of households would be 14%-16% higher 
than the rents they actually paid in 1984. Since the overall 
average subsidy to tenants as a whole is so modest, it follows 
that the bulk of this subsidy to the long-tenure subgroup must be 
financed by higher-than-market rents paid by other tenant sub- 
groups. 

The Exhibit shows this to be the case, with the lion's share 
of the burden being carried by tenants who had been in their 
units for not less than one nor more than three years. The aver- 
age rents paid by recent movers did not stray much from the 
average in unstabilized areas, and whether the average rents paid 
by those with 3-5 years' tenure were higher or lower than they 
would be if there were no rent stabilization depends upon which 
of the two standards of comparison is used. But the analysis 
indicates that those in the 1-2 year tenure group paid some $15- 
28 more per month (or $180-$336 per year) in rent than they would 
have been charged if there were no stabilization program. Since 
the households in this subgroup have incomes only slightly higher 
than those in the longest-tenured subgroup, this added cost was 
also a non-trivial share of their income. 

These findings also suggest some trends in the "rent markup" 
(1.e., the increase in rent charged to a tenant that moves into a 
stabilized unit as compared with the last rental paid by the 
vacating tenant) within the city. While markups in 1984 appear 
to have been rather modest, the margin between either concept of 
unstabilized rents and the higher rents that households with one 
or two years of tenure actually pay suggests that those who moved 
in 1982-83 probably paid considerably higher markups. It must be 


remembered that these households moved into their units at the 
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tail end of a highly inflationary period, when allowable rent 
increases for stabilized units were considerably below the over- 
all increase in the Consumer Price Index. In the first year of 
Stabilization, the all-item CPI for the Los Angeles area was 
6.9%, or about equal to the 7% ceiling on rent increases. How- 
ever, the inflation rate rose to 9.4% in 1979, peaked at 15.8% in 
1980, and was 10.5% in 1981. Inflation then began to abate, 
dropping to 8% in 1982, 1.5% in 1983 and 4.2% in 1984. Thus, the 
high markups paid by movers in 1982 and 1983, following the end 
of double digit inflation, may well reflect ‘an erfort by tand— 
lords to recoup their losses in previous years. 

The distribution of rental rates among tenure subgroups 
reflects a basic shift in what are technically known as “tenure 
discounts" that has occurred in the last few years. In 1977, 
before rent stabilization, the relationship in Los Angeles be- 
tween average rents and length of tenure (holding other factors 
constant) declined steadily over time as people who had remained 
in their units for longer periods paid a smaller and smaller 
percentage of the average rents charged to recent movers, and 
even those who had been resident for only 1-2 years received a 
noticeable discount. This sort of pattern is typical of most 
rental markets, and reflects a tendency on the part of landlords 
to charge in-place tenants less. By 1984, however, as Exhibit 
2-13 shows, the discounts previously received by households who 
had lived in their units for one or two years had largely disap- 
peared, while the markdowns for households with three or more 
years of tenure had increased slightly, and there had been a 
dramatic increase -- to more than 30% -- in the average rent 
discount enjoyed by households that had never been decontrolled 
as compared with rents charged recent movers.26 Although it is 
not necessarily valid to attribute all of this shift in the dis- 
count pattern to rent stabilization, it is reasonable to conclude 
that the tenure-sensitive features of the form of rent stabiliza- 


tion practiced in Los Angeles contributed to this result. 
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EXHIBIT 2-13 


SHIFTS IN TENURE DISCOUNTS: 1977 - 1984 


Percent Markdown From 
Recent Movers 


1977 1984 
1-2 years = G.2,, <** =10. 0% 
3-5 years - 8.5% *** -11.8% *** 
6+ years -15.6% *** =30 1%0 *** 


**k* Statistically significant at the 99% confidence level. 
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Since the financial effects of rent stabilization appear to 
be so closely linked to a household's length of tenure, it 1s 
useful to review the demographic composition of the various 
tenure subgroups. These data are presented in Exhibit 2-14, 
broken down by the age of the household head, household size, 
race/ethnicity of the head, household income, and the Labor Mar- 
ket Planning Area (LMPA) of residence. In addition to the type 
of income analysis presented earlier, this Exhibit breaks the 
data according to the "very low," "low," and "moderate" income 
groupings used by the United States Department of Housing and 
Urban Development (HUD), which are based on both income and 
household size.2/7 

The Exhibit shows that long-tenured tenants tend to include 
an above-average concentration of white, elderly, and single-per- 
son households. As to relative income, although the breakdown by 
income is not statistically significant, there is some tendency 
for long-tenured households to have a higher concentration of 
low- and moderate-income households than the proportions of these 
in two of the other three tenure subgroups, but not higher than 
the subgroup whose members have occupied their units for only one 
or two years. With respect to geographic location, about 50% of 
the long-tenured households live in LMPA #3, which is the largest 
Planning Area, and which also contains the largest proportion of 
the population as a whole. 

By contrast, the subgroup that the analysis suggests is 
financing much of the rent subsidy to the long-tenured households 
-- that is, the group with only one or two years of tenure -- is 
disproportionately young, and contains proportionately more large 
households, as compared with the long-tenured group. However, 
the two groups are nearly identical in income composition on both 
the absolute and the HUD scales. They are also identical as to 
racial/ethnic composition with the important exception that the 
shorter-tenured subgroup contains a smaller percentage of whites 
and a larger percentage of members of minority groups other than 
black and Hispanic. The percentage shares in the two populations 


made up of black- and Hispanic-headed households are of precisely 
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EXHIBIT 2-14 


DEMOGRAPHIC CHARACTERISTICS BY LENGTH OF TENURE: 
1984 (LOS ANGELES ONLY) 


Age of Head*** 


<730 
31-62 
62 + 


Mean Age 


Income 


< 10,000 
10-20,000 
20- 30,000 
30-40 ,000 
40 + 


Mean Income 


Household Size*** 


One 
Two 
3-4 
8) ar 


Mean Size 


Classification 
Very Low Income 
Low Income 
Moderate Income 
Other 


Race/Ethnicity*** 


White 
Black 
Hispanic 
Other 


LMP A** 


*xk* Differences are statistically significantly at the 99% confidence level. 
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Differences are statistically significant at the 95% confidence level. 
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the same size. The demographic characteristics that largely 
distinguish the subsidizers from the subsidized are not their 
relative incomes nor their racial/ethnic composition; what dis- 
tinguishes the subsidizing households appears to be their 
relative youth, their relatively large households and their 
residential mobility. 

This is not to say that the low income members of both sub- 
groups receive no money benefits from rent stabilization. When, 
aS in Exhibit 2-15, we break down the financial effects by the 
Same demographic groupings applied to all rent stabilized tenants 
taken as a whole, we see that, on the average, households with 
incomes lower than $30,000 in 1984 did pay at least a somewhat 
lower monthly rental than they would have paid had there been no 
rent stabilization program. How much lower varied quite a lot 
according to whether one accepts Imputed Rents or Market Rents as 
the proper standard of comparison. Conversely, households with 
higher incomes paid higher average rents than they would other- 
wise have paid, and the size of the margin was about the same 
uSing either standard. Using the HUD income/house-hold size 
classifications, only those with incomes above “moderate" (i.e., 
above $34,560 for a family of four) averaged a net financial loss 
from rent ‘stabilization. 

As to family size, this analysis indicates that it was not 
the largest households that experienced a net cost from rent 
stabilization, but those with 3-4 members, which showed the only 
average deficit among these subgroups. Among racial/ethnic sub- 
groups, whites most clearly benefitted financially, on the aver- 
age, while the situation of households headed by blacks and His- 
panics varied from no effect, as against Imputed Rents, to a 
relatively high subsidy as against Market Rents. 

The demographic subgroups that were most clearly financially 
aided by rent stabilization are the elderly, those who live 
alone, those with very low incomes, and those who live in buil- 
dings containing no more than 12 units. Of course, these groups 
are heavily interrelated, since more than 67% of all elderly 


households have lived “in their rental units for more than $1x 
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EXHIBIT 2-15 


AVERAGE SAVINGS FROM RENT STABILIZATION BY HOUSEHOLD TYPE 


Age of Head 
Under 30 
30-61 
62 plus 


Household Size 
One 
Two 
3-4 
Five plus 


Race of Head 

- White 
Black 
Hispanic 
Other®@ 


Income 


Less Than $10,000 


$10,000-19,999 
$20 ,000-29 ,999 
$30 ,000-39,999 
$40,000 plus 


HUD Classification 
Very Low Income 
Low Income 
Moderate Income 
Other 


Number of Units 
1-5 
6-11 
12 plus 


Labor Market 
Planning Area 
1 


DAMnf WwW vr 


a. Sample sizes for 
cautiously. 


Estimated 


Monthly Savings 


Based on 


Imputed 


She) 
29 
-2 
29 
-66 
az 


Based on 


Market 


$ 8 
14 
60 


45 
5 
-6 
Bs 


14 
20 
ZZ 
29 


65 
38 
16 
-18 
-34 


yes) 
48 
i3 
17 
-80 
49 


this group were small, 


Average 


Contract 


Rent 


on) 
318 
400 
449 
550 
SH BE 


Average 
Annual 
Income 


S22.507 L 
295 992 
16,766 


21 UG 
275027 
23,480 
2250 LL 


25/05 
20,047 
21,905 
26,402 


5,629 
13,411 
22,156 
32,5058 
47 519 


7 59 O4 
E53 627 
22,653 
44,340 


22,964 
24,758 
24 ,406 


23,259 
19,318 
25,000 
24,444 
27,776 
22,594 


Tenure 


Disteipules 
JoWUiUthinor 
Years Tenure 


397, 
36% 
37% 
247% 
33% 
45% 


so results should be interpreted 
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years, most elderly households are small and many have modest 
incomes. Particularly for the poorest among the households in 
any or all of these subgroups, rent stabilization has pretty 
clearly made a considerable financial difference. But it should 
not be assumed that all elderly households and/or those with low 
incomes shared in these benefits; one-third of all elderly house- 
holds and two-thirds of all households with incomes of less than 
$20,000 per year have been in their units for fewer than six 
years. At the other end of the income scale, about one-fourth of 
all households which have been in their units since stabilization 
began have incomes over $40,000 per year. The fact that the 
financial benefits of rent stabilization tend on the average to 
track the length of a household's tenure in a unit means that, 
although benefits do flow to many elderly and low-income people, 
they do not systematically reach all of the old or all of the 
poor, while benefits are provided to some who are neither. 

The situation is less clear with respect to the financial 
effects upon members of racial/ethnic minorities. As the Exhibit 
shows, whether black and Hispanic households were charged lower 
or higher average rents than they would have been without rent — 
stabilization depends upon which standard of comparison one | 
selects. If the standard is unstabilized rents in neighboring 
cities, neither blacks nor Hispanics, taken as a whole, received 
any subsidy. On the other hand, if the standard is the rents 
charged in the City for vacated units, then both groups averaged 
$20-22 less per month in rent than they otherwise would have been 
charged. Meanwhile, Asian, Native American and other minority 
households appear to have benefitted from rent stabilization by 
either standard of measurement. However, the sample size for 
this latter group is very small, making the finding somewhat 
tentative. 

The primary reason for the intermediate results registered 
by black and Hispanic households is that their tenure patterns 
fall largely between high and low mobility. That is, these 
households tend to have been in their units for at least one 


year, but not for more than five years. Since the financial 
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effects of rent stabilization are highly sensitive to length of 
tenure, this means that relatively few black and Hispanic house- 
holds received the subsidies provided to those who had never 
moved since stabilization was enacted. Whereas a’ fair number of 
them paid the higher markups charged to households that moved in 
1982-83, others among them received the net benefits provided to 
those who have been in their units for 4-5 years. No clearcut 
result emerges when one averages this experience and compares it 
with the two concepts of what rents would be without rent sta- 
bilization. What one concludes about the financial effects on 
racial/ethnic minorities as a whole depends, therefore, upon 
which of those two standards the reader believes is the better 
measure of what Los Angeles rents would be in an unstabilized 
market. 

When one reviews the effects of rent stabilization on the 
demographic subgroups within each racial/ethnic grouping, further 
findings emerge. Exhibit 2-16 shows this breakdown. It demon- 
strates that, despite the unclarity of the net flow of subsidy to 
or from racial/ethnic minorities as a whole, the experience of 
some subgroups is reasonably clear. Specifically: 


* The only income subgroup of households headed by 
blacks which averaged a significant financial gain from 
rent stabilization was the group with an income of less 
than $10,000 per year. 


* No income subgroup of Hispanic-headed households -- 
not even the very poorest -- averaged any financial 
gain if the standard of comparison is Imputed Rents 
(i.e., rents charged for similar units in contiguous 
unstabilized areas). 


* All income subgroups of members of minorities other 
than blacks and Hispanics realized substantial average 
financial benefits from rent stabilization, except for 
households with incomes of $30,000 or more, which 
essentially broke even. (Again, however, the sample of 
members of these minority groups was small.) 


* White households with incomes under $30,000 reaped 
net average benefits from rent stabilization. However, 
those in the upper income bracket experienced a signi- 
ficant net loss. Only single-member households bene- 
fitted when white households were divided according to 
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EXHIBIT 2-16 


AVERAGE BENEFITS FROM RENT STABILIZATION 
BY RACE AND INCOME 


Using Using 
Imputed Market 
Rent Rent 
White 
< $10,000 $43 $72 
$10,000-20,000 $39 $52 
$20 ,000-30,000 S21 $20 
$30, 000+ -$33 -$44 
Black 
< $10,000 S15 $60 
$10,000-20,000 -$10 $20 
$20 ,000-30,000 -$ 4 $ 6 
$30 ,000+ -$15 -$15 
Hispanic 
< $10,000 - Se 
$10,000-20,000 -$ 8 $17 
$20 ,000-30,000 -$20 -$ 7 
$30 ,000+ -$19 > 5 
Other 
< $10,000 $69 $80 . 
$10,000-20,000 $20 $50 
$20 ,000-30,000 $69 $60 


$30, 000+ -§ 2 5 4 
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household size. White households of all larger sizes 
paid higher rents, on the average, than they would have 
if rent stabilization had never been enacted. 


Again, these and the other effects on racial/ethnic subgroups 
that are reported in the Exhibit primarily tracked their tenure 
Situations, not their income or other demographic characteris- 
Vics. 

Returning to analysis of the total flow of financial subsidy 
to all tenants taken together, we have characterized as modest 
the $7-$18 per month that the analysis suggests is the margin 
between what tenants in stabilized areas average in rent and what 
they would pay if rent stabilization had never been enacted. This 
characterization seems correct when expressed as average monthly 
Savings per household. But there are about 489,000 stabilized 
units in the City. Because the stabilized sector is so large, 
the total number of dollars saved adds up to a considerable 
annual sum. To be precise, the data indicate that the total 
subsidy is in the range of $41-S$106 million per year. (The lower 
figure uses Imputed Rents as a standard of comparison, the higher 
figure uses Market Rents.) We turn now to how this net subsidy is 
distributed within the stabilized population. 

The first point to emphasize is that the figures above de- 
scribe the net subsidy flow to tenants. As we have seen, not all 
tenants receive subsidy from rent stabilization; in fact, a sub- 
stantial number pay higher rents than they would if stabilization 
were not practiced. The average stated above results when one 
subtracts these premiums above unstabilized rents from the total 
savings realized by the tenants who pay less in rent than they 
would without stabilization. Thus, the flow of subsidy to the 
tenants who are subsidized is much larger than the net flow to 
all tenants as a whole. The nature of the analytic procedure 
used makes it impossible to say exactly how many tenants were 
subsidized and how many paid premiums, or precisely how large the 
dollar flows were in either direction.28 The overall net subsidy 
resulted, of course, because the underpayments outweighed the 
premiums by a relatively modest margin. But the modesty of that 


margin must not be allowed to obscure the fact that each of these 
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two types of tenants either received or paid out resources with a 
money value that is probably a great deal higher than is sugges- 
ted by the figures that emerge when these receipts and expendi- 
tures are offset against each other. 

Exhibit 2-17 breaks down net inflows and outflows by demo- 
graphic subgroup.29 Net outflows are denoted by minus signs. 
Again, these are averages for each subgroup, so that even if the 
Subgroup as a whole shows a net subsidy or premium, some 
members of that subgroup were in the opposite situation. 

The Exhibit shows that, from the standpoint of income, the 
prime beneficiaries of rent stabilization appear to be households 
with earnings of less than $30,000 per year. The prime premium 
payers, on the other hand, are households that earn more than 
$40,000 per year. In 1984 the former group received something in 
the range of $136-S$179 million in net subsidy, while the latter 
paid out $72-$94 million in net premiums. Similar relations 
tended to characterize the elderly vs. those under age 30, sin- 
gle-member households vs. those with 3-4 members, and long- 
tenured households vs. those with 1-2 years' tenure. These are 
all of the same relationships that we have seen before, though 
now stated in net annual dollar flows. 

And, again, the factor that primarily determines the size of 
the subsidy line on which a household falls is length of tenure 
in the unit. According to our estimates, about 166,000 renters 
(or about 34 percent of stabilized tenants) live in units that 
have never been decontrolled. In 1984, these households received 
an estimated aggregate savings of between $79 million and $113 
million per year. By contrast, households that had been in their 
units for fewer than 3 years paid about $40 million more than 
they would have without rent stabilization, accounting for about 
half of the total benefits received by the long-tenured resi- 
dents. When benefits are based on the assumption that recent 
movers in the City are currently paying the rents that would be 
charged if there were no stabilization, subsidies and premium 


payments by households of other lengths of tenure largely cancel 
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EXHIBIT 2-17 


AGGREGATE ANNUAL BENEFITS OF RENT STABILIZATION 


Age of Head 
Under 30 
30-61 
62+ 


Household Size 


Race/Ethnicity 
2. Vinee 
Black 
Hispanic 
Others 


Income 
< $10,000 
$10-20,000 
$20-30,000 
$30-40,000 
$40,000 + 


HUD Definition 
"Very Low Income 
Low Income 
Moderate Income 

Upper Income 


LMPA 


DOkrwne 


Length of Tenure 
<< Year 
1-2 Years 
3-5 Years 
6+ Years 


BY HOUSEHOLD TYPE 
(in $ millions per year) 


Based on 
Imputed Rents 


$-10.0 
35.0 


Based on 


Market Rents 


$10.1 
46.4 
49.4 
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Out, so that net overall savings ($106 million) are about the 


Same as the estimated savings of long-tenured tenants ($113 mil- 
Tot) 


2.3.3 Financial Benefits Perceived by Tenants 
These estimates presented up to this point show what the 


analysis suggests are the actual financial effects of rent sta- 
bilization. The 1984 survey also collected information on what 
financial difference rent-stabilized tenants believe that sta- 
bilization makes. Respondents were asked to estimate what their 
units would rent for in the absence of rent control. It will be 
recalled that two out of five Los Angeles tenants surveyed did 
not know whether their units were covered by rent stabilization, 
so that it is not surprising that the fraction who responded 
Similarly to this question was about the same. Of those who did 
respond to this question, about 68% provided a specific dollar 
amount and another 20% were able to indicate whether they thought 
that their rents would be higher, lower, or about the same. 

The major overall finding of this research was that some 83% 
of these tenants believed that their rents would be higher with- 
out rent stabilization, 7% believed that they would be lower, and 
10% believed they would be about the same. The proportion of 
households reporting that their rents would be higher without 
Stabilization increased with length of tenure. However, even 
among recent movers, 71% of all respondents believed that their 
rents would be higher without rent stabilization. Clearly, among 
the tenants who answered this question, the program is generally 
perceived to be beneficial. 

Exhibit 2-18 shows how much monetary difference these 
tenants think stabilization makes. The figures shown represent 
the dollars per month that members of each tenure subgroup esti- 
mated would be added to their rent if there were no stabilization 
program. To facilitate comparison, our earlier estimates of the 


actual net benefits/costs to each subgroup are also presented. 
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EXHIBIT 2-18 


TENANT ESTIMATES OF MONETARY SAVINGS 
BY LENGTH OF TENURE 


(Average Monthly Benefits) 


Tenant Estimates Based Estimates Based 
Estimates On Imputed Rents On Market Rents 
Recent Movers S94 $- 6 $ 0 
1-2 Years 116 -28 -15 
3-5 Years 130 -3 11 
6 + Years 180 47 3) 


All Households 35 7 18 
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The contrast between what is perceived and what the data 
Suggest is real could hardly be more striking. Tenants who had 
been in their units for one or two years, who the analysis show 
to be paying average rents well beyond those that they would have 
paid if stabilization had not been enacted, estimated that they 
would be charged an average of $116 more per month (an increase 
of about 25% above their current average rents) if the stabiliza- 
tion program did not exist. Recent movers and households with 
3-5 years of tenure, who the analysis shows to be relatively 
‘unaffected by stabilization, thought they were benefitting to the 
tune of $94-S$130 per month. Even households which had never 
moved since the advent of stabilization, who the analysis indi- 
cates were in fact benefitting most, generated an average savings 
estimate almost four times higher than the data indicate. 

In dollar terms, if one totalled the tenant estimates of the 
money savings flowing to them from rent stabilization, the total 
net benefit to all tenants taken together would be about $792 
million a year, or between 7 and 20 times higher than our esti- 
mates suggest that they actually were in 1984. This occurs in 
part because very few tenants who responded to questions concern- 
ing the program's effects on them believed that stabilization 
could actually result in higher rent charges than they would 
experience if there were no such program. Since the analysis 
indicates that a very substantial number of tenants did in fact 
pay higher-than-unstabilized rents in that year, this perception 
is all the more remarkable. 

This perception is probably closely associated with the 
aforementioned impression -- in Los Angeles and elsewhere -- that 
rent stabilization primarily generates a flow of subsidy from all 
landlords, taken together, to all tenants. In fact, as we have 
seen, by far the larger flows are within each group, and the 
resulting effects treat different subgroups very differently. 
This fact seems to be entirely unsuspected by the vast majority 
of the stabilized tenant population. 
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2.4 Non-Monetizable Benefits and Costs 


Not everything perceived as a benefit or a cost of rent 
stabilization can be translated into dollars. This does not make - 
these factors less important, it simply makes it impossible to 
lump them in with benefits and costs that can be monetized. This 
section deals with a number of the intangibles most frequently 


cited by tenants that fit into this non-monetizable category. 


fae Nera 4 Security of Tenure 


The term “security of tenure" means the relative degree of 
certainty of tenants that they can remain in their units if they 
choose. This certainty can be affected by many factors, including 
rent levels, special treatment of in-place tenants and the rules 
governing evictions. 

Measuring security of tenure -- a highly subjective phenome- 
non -- is a difficult task. So is establishing its possible 
relation to rent stabilization. As noted earlier, household 
mobility rates did in fact decline in Los Angeles after rent 
stabilization was enacted, which meant that average length of 
tenure increased. However, the same trend occurred in surroun- 
ding, unstabilized areas, so that one cannot attribute the City 
trend to the introduction of stabilization. Thus, by this mea- 
sure, it cannot be concluded that the program has increased 
tenure security beyond what would otherwise have occurred because 
of other influences upon economic and social behavior. 

Another way to assess the effects of rent stabilization on 
security of tenure is to estimate the proportion of households 
that could not afford to rent their current units in the absence 
of stabilization. To do this, we calculated the rent-to-income 
ratios that would have resulted under each of the two concepts of 
unstabilized rents that we used in the analysis of monetizable 
benefits, that is, Imputed Rents and Market Rents. We then com- 
pared these ratios to the actual ones reported in order to see 


for how many households rent stabilization brought their current 
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housing into the “affordable range." Two standards of afforda- 
bility were employed: 30% of income, the standard now used in 
most Federal housing programs, and 40% of income. 

The results of this analysis are presented in Exhibit 2-19. 
The first two columns report the distribution of households by 
their current gross rent-to-income ratios;30 the remaining columns 
present the distributions that would have resulted without rent 
stabilization according to each of the two different concepts of 
the rental market that would then exist. The total number of 
households that would fall into each category of ratios was then 
derived by the distribution in the survey sample to the total 
number of rent-stabilized households in the City and then round- 
ing to the nearest thousand. 

The major finding that can be drawn from the Exhibit is 
that, using the 30%-of-income criterion, a net figure of between 
12,000 and 25,000 rent-stabilized households have housing costs 
that have been kept within the affordable range by rent stabili- 
zation. Applying the 40%-of-income criterion yields the same 
result because the same number of households is in the 30%-40% 
range regardless of whether rent stabilization or either concept 
of unstabilized rents is assumed. It should be borne in mind 
that these estimates of the number of households represent the 
net flow into the affordability range. That is, what they signi- 
fy is that an estimated 12-25,000 more households have been moved 
into that range by rent stabilization than have been moved out of 
the affordability range by the same program. Also, as is evident 
from this and earlier Exhibits, a sizeable fraction of renters 
inside and outside of Los Angeles do in fact carry housing costs 
that do not show as affordable by either criterion. 

Finally, in considering these figures, it is important to 
recognize that they are simply another way of looking at the 
financial effects of rent stabilization. They cannot be properly 
added to earlier estimates of monetizable benefits. Nevertheless, 
the data do suggest that by moderating rent increases for long- 
tenured residents, rent stabilization probably has resulted in 


keeping the housing costs of a non-trivial number of households 
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EXHIBIT 2-19 


ESTIMATED DISTRIBUTION OF HOUSEHOLDS BY RENT-TO-INCOME 
RATIOS WITH AND WITHOUT RENT STABILIZATION 


| [ Distribution | Distribution | 

| Actual | Based on Based on | 
Distribution Imputed Rents Market Rents 

Number of Percent Number of Percent Number of Perceat 


| Units |Distribution| Units |Distribution| Units |Distribution| 


_Gross Rent-To 
Income Ratio 


< .20 177,000 36% 170,000 35% 160 ,000 33% 
- 20-.30 140,000 29 135,000 28 132,000 Ze 
-30-.40 81,000 17 81,000 L7 81,000 Ld 
-40+ 91,000 19 104,000 Z1 116,000 24 
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within widely-accepted affordability standards. The survey indi- 
cates that in 1984 about 172,000 rent-stabilized households paid 
more than 30% of their income in rent. The analysis indicates 
that without rent stabilization this number would have increased 
by 7%-15%. This has doubtless contributed to their sense of 
security of tenure. It may also be that the already reported 
perception of tenants that rent stabilization is saving them a 
great deal of money had the same effect even if the measurable 


affordability of their housing did not change or changed in an 
unfavorable direction. 


2.4.2 Tenant Perceptions of Non-Monetizable Benefits 
The rent-stabilized tenants surveyed in 1984 were asked a 


series of structured and open-ended questions about the strengths 
and weaknesses that they perceived in the current program. They 
were asked to review a series of statements summarizing arguments 
often advanced in support or in criticism of rent regulation, and 
they were asked to state the pluses and minuses that ranked high- 
est in their own minds. This section presents the results of 
this research, 

Ten positive and negative statements about rent control were 
read to tenants in the survey in an order in which positives and 
negatives alternated. Respondents were asked whether the pheno- 
menon referred to in each argument had happened to them, whether 
it had happened to a friend, whether they had heard about it 
happening, or whether they had no knowledge of it or were not 
sure. The answers received are shown in Exhibit 2-20. 

Again, the reader will recall that 41% of all respondents 
said that they were unaware whether rent stabilization applied to 
them, so that it is unsurprising that many of them had no know- 
ledge of the effects of the program. From 50% to 70% of the 
respondents to these questions always fell into the "No Know- 
ledge" or "Not Sure/No Answer" categories. Most of the rest 
(28%-38% of all respondents) said they had heard about the pheno- 
menon through the press media, but that it had not happened to 


them or to anyone of their acquaintance. The two arguments that 
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TENANTS' RESPONSE TO STRUCTURED QUESTIONS 
ON EXPERIENCE WITH RENT STABILIZATION 


Happened 
To Me 


Tenants have been able to 
stay in apartments that 
the would not have been 
able to afford if rents 
were not controlled. 


Buildings have become run 
down because rent controls 
‘give landlords no incen- 
tive to keep them up. 


People with large families 
can rent in buildings that 
would not let them in if 
there were no rent control 
law. 


By cutting down turnover of 
tenants, rent stabilization 
often locks minorities and 

other victims of discrimin- 
ation into "ghettos." 


Rent stabilization keeps 
tenants from being unfairly 
evicted. 


Rent stabilization tends to 
make enemies of tenants and 
landlords, spoiling the good 
relations necessary for 

a happy, well-maintained 
building. 


Rent stabilization brings 
greater stability and 
security to aoeighborhoods. 


Rent stabilization keeps 

new rental housing from being 
constructed by removing the 
incentive to invest in it. 


Rent stabilization helps 
neighborhoods to keep a 
healthy mix of higher and 
lower income people. 


Rent stabilization eacour- 
ages landlords to find 
ways around the law (e.g., 
evicting tenants in favor 
of a member of the lLand- 
lord’s family). 
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3% 
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EXHIBIT 2-20 


Happened 


To a Friend 


37, 


2% 


5% 


3% 


2% 


2% 


5% 


Heard 


About [Lt 


307 


287% 


387% 


29% 


347 


29% 


30% 


No 


Knowledge 


40% 


447, 


54% 


54% 


487. 


52% 


50% 


Not Sure/ 


No Answer 


LOZ 


12% 


14% 
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they seemed to have heard about most were pro-stabilization: that 
the program keeps tenants from being unfairly evicted and that it 
allows tenants to rent apartments they could not otherwise 
afford. On the other hand, the three arguments that they seemed 
least familiar with were anti-stabilization: that it locks mi- 
norities into ghettoes, that it makes enemies of tenants and 
landlords and that it discourages construction of new housing. 
However, the difference in the frequency with which respondents 
reported hearing of these phenomena were not great across the 
whole field of 10, and may not reflect significant distinctions 
in tenant attitudes. 

Among the always small minority of respondents that reported 
personal or acquaintance experience with the phenomena cited in 
the arguments, making housing affordable through rent stabiliza- 
tion was clearly the one most frequently mentioned. A total of 
14% of the respondents said either that they themselves had 
experienced this or that it had happened to a friend. The phe- 
nomenon mentioned second most often was the deterioration of 
buildings because stabilization discouraged good upkeep, with 
which 9% of the respondents cited such experience. None of the 
other phenomena seemed to have been items of personal experience 
for any appreciable number of respondents, though some did report 
indirect experience with eviction protection and landlord evasion 
of what they felt to be the intent of the Ordinance. Typically, 
the percentage of respondents reporting that a given phenomenon 
had happened to them was smaller than the proportion saying that 
it had happened to a friend. 

Respondents were also asked to name the three most important 
benefits that they felt they received from rent stabilization, 
and then the three ways in which they felt that the program did 
them the most harm. Responses to these open-ended questions are 
summarized in Exhibit 2-21. The first column shows the proportion 
of respondents who named a given benefit (or harm) as the most 


important one. The second column shows the proportion of house- 
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EXHIBIT 2-21 


PERCEIVED COSTS AND BENEFITS OF RENT STABILIZATION 


% Listing as Most 
Important Benefit 


Rent Stability 
Affordable Housing 
Peace of Mind/Security 
Safe from Eviction 
Nice Neighborhood 

Good Maintenance 

Other Benefits 

No Benefits 

No Answer 


No Building Improvements 
Annual Rent Increases 
Seven Percent Standard Too High 
Causes a Shortage of 

Rental Housing 
Causes Friction with Landlords 
Enables Landlords to Evict 
Increases the Number of 

New Tenants 
Other Harms 
No Disbenefits 
No Answer 


32% 


% Listing as Most 
Important Harm 


5% 
4 
2 


<1 
<i) 
<1 


a T 


Total % Listing 
as Benefit 


36% 


10 
3 
6 
3 
is 

12 


Total “% Listing 
as Harm 


6% 
ZL 
2 


1 
1 
l 


m— 


1. Since respondents can List more than one benefit or harm, 


these totals do not sum to 100%. 
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holds that mentioned the particular benefit (or harm) at all. 
Only items mentioned by at least one percent of the respondents 
are) listed linsithe, Exhibit. 

Once again, widespread tenant unawareness of rent stabiliza- - 
tion probably affected these responses. About 31% of the respon- 
dents to these questions indicated that they did not benefit from 
rent Stabilization, and another 23% did not provide any answer. 
Among those who gave positive responses, however, there was no 
doubt about the identity of the benefit most often perceived: it 
was rent stability. More than two-thirds of all the respondents 
who saw any benefit to them from stabilization cited this bene- 
fit, and almost all of those who cited it named it as the most 
important single benefit. Rent stability was cited as first 
priority more than four times as often as affordability, the 
benefit second most often mentioned. None of the other benefits 
cited challenged these in priority, although security and evic- 
tion protection ranked close to affordability in frequency of 
mention, 

These data are especially interesting in the light of our 
earlier finding that most tenants who are willing to make such 
estimates believe that stabilization is saving them very substan- 
tial amounts of money. These responses suggest that, even with 
those perceived savings, these tenants do not, by and large, 
believe that stabilization is spelling the difference between 
affordability and rents they could not afford. This suggests, on 
the one hand, that popular perceptions of what can be afforded 
differ considerably from most of the rent-to-income ratios that 
are used to measure affordability. On the other hand, the fact 
that stability so far outstripped affordability as a perceived 
benefit of rent stabilization despite the large perceived dollar 
savings suggests that tenants place a very high value upon the 
non-monetizable benefit of stability in the rents they are 
charged. 

Turning to the other side of the coin, the responses 
indicated that most tenants, whether knowledgeable about rent 


stabilization or otherwise, thought that it was not doing them 
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any harm. Only 16% of all respondents cited any harms at all. 

Of the harms cited, the tendency of stabilization to discourage 
building improvements and to encourage annual rent increases were 
by far the most often cited. Complaints that the Ordinance's 7% 
ceiling on increases was too high were very infrequent, as were 
all other specific criticisms. 

Looking across the spectrum of the possible non-monetizable 
benefits and costs of rent stabilization, this analysis suggests 
several broad conclusions. First, although reduced tenant mobil- 
ity in the Los Angeles area has in fact resulted in longer aver- 
age tenure in a given dwelling unit, stabilization does not seem 
to have had any noticeable effect on this trend. Second, a non- 
trivial number of Los Angeles tenant households owes the afforda- 
bility of their present housing to the institution of rent sta- 
bilization, and that fact has probably increased their sense of 
security of tenure. Third, tenants do not cite much positive or 
negative personal experience with the phenomena cited in argu- 
ments for and against stabilization, but get most of their 
information on this score from the press. | 

Finally, although most tenants think they are getting large 
financial savings from rent stabilization, they appear to prize 
the stability that they think the program brings to rental 
charges as much or more than the money saved. And, very few 
tenants of any persuasion believe that rent stabilization does 


them any actual harm. 
2.5 Summary of Benefit/Cost Flows 


Our analyses of the benefits and costs attributable to rent 
stabilization confirms that its major effects upon tenants are 
distributional as among them, rather than as between tenants and 
landlords. Though the flow of subsidy from landlords to tenants 
is not negligible, it is dwarfed by the subsidies and offsetting 
overpayments that tenants make as the Los Angeles rental market 
just about keeps overall pace with the averages registered in 


Surrounding unstabilized cities. 
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Which tenants receive subsidies and which pay higher rents 
than they would pay without stabilization is closely associated 
with how long a household has occupied its unit. Those who have 
not moved at all since the enactment of stabilization are the 
prime beneficiaries; those who have been in their units for one 
to two years are the prime subsidizers. This tends to concen- 
trate the subsidies in elderly, single-member, low income house- 
holds housed in smaller buildings, while concentrating the over- 
payments in younger, larger, higher-income households living in 
larger buildings. Members of racial/ethnic minority groups do 
not receive as much subsidy as whites, on the average, but within 
the white population the subsidy is heavily concentrated in 
single-member elderly households. And, even after receiving 
these subsidies, elderly households still pay a higher average 
portion of their incomes for shelter than do households of any 
Other age. 

The scale of the subsidy flow is sufficient to make their 
present housing affordable for 12-25,000 Los Angeles households 
which would not otherwise be able to fit their rents within stan- 
dard affordability shares of their income. However, needy 
families who have moved in recent years often receive no benefits 
from stabilization, and about one-fourth of the long-tenured 
tenants -- the primary beneficiaries of stabilization -- earn 
more than $40,000 per year. 

Finally, whatever the figures may show, most stabilized 
tenants who state opinions about the financial effect that rent 
stabilization has upon them believe that it is saving them sub- 
stantial amounts of money. They also believe that it is providing 
important non-money benefits, of which the most highly prized is 
stability in the rents charged. Very few tenants believe that 
stabilization can harm their interests. The evidence suggests 
little to no tenant recognition that the major benefit/cost flows 
traceable to rent stabilization occur within the tenant popula- 


tion rather than between tenants and landlords. 
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la detailed description of the scope and methodology of this 
Survey is presented in Appendix A. 
2This is a Federally standardized statistical unit which includes 


all of the counties that house portions of the Los Angeles metro- 
pole, 


3The 1977 AHS Survey excluded all single-family units. However, 
some single-family units were included in the 1984 sample where 
the household indicated residence on the same lot where more than 
three units were located, a situation which, if certain other 
conditions are met, makes the single-family unit subject to rent 
stabilization. 


4Tt is incorrect to adjust the 1984 sample in the same way because 
the Ordinance permitted a 1979-only exclusion on luxury grounds. 
Thus, even if the 1984 rental for a given unit exceeded the cut- 
off and had done so for the previous four years, it could not 

have become exempt from rent stabilization so long as the rent 
charged in 1979 was below the cutoff figure. The cutoffs were 
$302 per month for an efficiency unit, $420 for a one-bedroom, 
$588 for a two-bedroom and $823 for a unit with four or more 
bedrooms. 


Salthough a total of 3,150 surveys were actually completed in the 
1984 exercise, the sample inclusion and exclusion criteria cited 
above resulted in a smaller number being subjected to analysis. 


6The 1984 survey returns indicated that 85% of rent-stabilized 
tenants paid their own electric bills, while 15% paid rents which 
included electric service. As for gas, 72% of the respondents 
reported paying their own, 21% reported that gas was included in 
their rent, and 7% reported no gas service. 


/Throughout this Report, “utilities" means gas and electricity. 
The Los Angeles rent stabilization Ordinance permits landlords 
who pay utility bills directly to add an annual increase of up to 
1% of base rent, above the 7% annual ceiling on such increases, 
for each of these utilities that is included in the rent. 


8The 1984 tenant survey asked respondents to state their total 
household income. If they refused to provide an exact figure, 
they were asked for household income rounded to the nearest 
$5,000. In the end, about 54% of the survey respondents reported 
an income that waS an exact multiple of $5,000 (e.g., $10,000, 
$15,000, etc.). Although it is not possible to distinguish 
between instances in which these were rounded figures and cases 
where they were reasonably precise, there was a possibility that 
rounding might bias the rent-to-income ratios. To gauge the 
magnitude of this possible bias, we rounded the 1977 income 
reports to the nearest $5,000 and re-estimated the rent-to-income 
ratios for that year on the basis of the rounded income data. 
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The average value of the resulting ratios was about 0.01 higher 
than the 1977 ratios generated by the actual reported incomes. 


9Estimates of the average annual compounded rate of increase are 


based on the full 7 1/2 years that elapsed between the dates of 
the two surveys. 


10The housing amendments contained in the Omnibus Budget Recon- 
Cciliation Act of 1981 (Public Law 97-35) increased maximum tenant 
contributions to rent in Federal Public Housing and Section Eight 
programs from 25% to 30% of tenant income. The 30% standard was 
made effective for new tenants beginning August 1, 1982. 


llnote that the data for control households have been weighted to 
make their incomes -- and hence their income gains -- identical 
to those experienced in the City. As a result, the smaller 
increase in gross rent-to-income ratios in Los Angeles does 
reflect the smaller increase in rents, not differences in income 
behavior. 


l2"Pength of tenure" refers to the number of years that a given 
household has lived in its dwelling unit. 


13a1 though rent stabilization became effective in Los Angeles in 
1979, the base year for calculating allowable increases was 
prolled' pack to 1978. 


14the simulation of maximum allowable rent was derived by =firse 
estimating the number of times that the rent could lawfully have 
been raised during the period that the household has been in 
residence by dividing the number of months of residence by 12 and 
then rounding down to the nearest whole number. Call the resul- 
ting estimate "n." The simulated allowable rent figure was then 
derived by multiplying the rent reported at movein by (1 + r)", 
where "r“ ranged from 7% to 9%, depending on utility payment 
arrangements. 


l5The row in the Exhibit labeled "Don't know maximum" reflects 
people who felt they knew enough to respond to at least one of 
these questions, but did not know the quantitative ceiling set in 
the Ordinance. 


l6Reasonable people can differ as to whether the incidence of more 
than one person per room is an accurate measure of undesirable 
density. We intend no judgment on that here. The term 

"crowding" is used solely because of its simplicity, and may be 
considered a synonym for “population density per unit." 


17x, unit was recorded as having "incomplete plumbing" if it was 
missing hot or cold piped water, a flush toilet and/or a bathtub 
or shower. 


18Heating equipment was classified as "inadequate" if the unit had 
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none or was heated only by a fireplace or portable room heater. 


19These "less serious" defects included exposed electrical wiring; 
Open cracks and holes and/or broken plaster in interior walls and 
ceilings; holes in the floor; presence of rats or mice; broken 
lighting fixtures in the common areas of the building; loose, 
broken or missing steps in common stairways; and stove, sink, or 
refrigerator not in good working condition. 


20Al though the data are not reported herein, this trend toward 
higher density is also evident in the results of the 1980 Annual 
Housing Survey. 


2lphe other choices offered to respondents were “somewhat 
dissatisfied" and "very dissatisfied." 


22n11 estimates of financial effects are confined solely to rent. 
The estimates have not been adjusted to correct for any welfare 
loss or gain ascribable to over- or under-consumption of housing 
that may be influenced by the behavior of rents. 


23Both this concept and the Market Rent concept of unstabilized 
rent levels do include payments for utilities, whether or not 
they are included in contract rent. 


24phe rate of increase derived under the Imputed Rent concept was a 
bit higher than the 11% increase suggested by comparison of the 
mean rentals reported outside the City in the survey, and a good 
deal higher than th 9.2% suggested by Federal Bureau of Labor 
Statistics data on trends in the metropolitan area between 1977 

and 1984. 


25please note that this is the figure previously identified as 
"Contract rent," not the "gross rent" figure used earlier to 
compare tenants inside and outside the City. 


26These estimates were the result of a pooled, semi-log regression. 
The difference between the 1977 and 1984 coefficients is highly 
significant for households with six or more years of occupancy 

and relatively weakly significant (85% confidence level) for 
households with fewer than three years of occupancy. 


27according to the HUD classifications, a “very low" income for a 
household with four members is one that is less than 50% of the 
areawide median, or less than about $14,400 in 1984. A “low" 
income household would fall between 50% and 80% of the median 
($14,400 to $23,050). A “moderate" income household's income 
would be 80% to 120% of the median ($23,050 to $34,560). Some- 
what different cutoffs are used for households larger or smaller 
than four. 


28The regression technique used to make these calculations does not 


produce nearly as high confidence levels in predicting the 
respective size of these two groups as in predicting their 
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average experience. 


29a ppendix C presents further breakdowns, including race by age and 
race by income. 


30This distribution is somewhat different from the one presented 


earlier in Exhibit 2-2 because this one is restricted to house- 
holds for whom benefit/cost calculations could be made. 
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CHAPTER 3 
THE IMPACT OF RENT STABILIZATION 
ON LOS ANGELES APARTMENT OWNERS 


This Chapter explores the impacts of rent stabilization on 
the financial characteristics of Los Angeles residential multi- 
family rental properties, and on the returns realized by the 
owners of these properties. The analysis consists of two princi- 
pal components. First, we adopt a historical perspective, examin- 
ing rates of return generated by apartment properties inside and 
outside the City of Los Angeles, over the period 1970-1984. Next, 
we focus in greater detail on the current financial conditions of 
properties inside and outside the City, and on important changes 
that have occurred since 1977. The Chapter concludes with a brief 


summary of findings. 


3.1 Rates of Return Before and After Stabilization 


One way to examine the impact of rent stabilization on real 
estate investment is to trace the rates of return realized before 
and after stabilization was enacted. This section presents the 
results of such an analysis -- comparing the behavior of various 
rate-of-return measures inside Los Angeles and in surrounding 
unstabilized jurisdictions in the years 1970-1984. 

Our rate-of-return calculations are based on information 
about residential property sales for each year from 1970 to 1984. 
Data for the years 1970 to 1976 were obtained from volumes pub- 
lished by the Society of Real Estate Appraisers (SREA), and con- 
sist of roughly 400 property sales sampled from each year. Data 


for the years 197/ to 1984 were. provided on magnetic tape by the 
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DAMAR Corporation. The sample sizes in these years range from 
about 425 in 1982 to almost 5,000 in 1978. As in the foregoing 
analysis of tenant benefits, the properties outside the City that 
were used for comparison here were drawn from the cities of 
Burbank, Glendale, Inglewood, Long Beach, Pasadena, and Torrance, 
all of which adjoin Los Angeles and none of which have enacted 
rent stabilization systems. Appendix D presents the number of 
properties -- both inside and outside Los Angeles -- in each 
year's sample. 

| Calculating annual rates of return requires annual estimates 
of property values, revenues, and operating expenses inside and 
outside Los Angeles. To control for changes over time in the at- 
tributes of properties sold and for differences between proper- 
tiles inside and outside the City, we employed the following, 
three-step process: 


* Regression equations were estimated for each year, 
expressing per-unit values, revenues, and operating 
expenses as a function of property characteristics and 
Tocation. 


* Typical attributes of large and small properties 
were substituted into these annual regression equations 
to yield estimates of each year's values, revenues, and 
expenses for properties of constant quality.l 


* At the same time, the variance (or estimation error) 
of each regression estimate was computed, to yield an 
overall estimate of the range of variance of our return 
measures, 


The details of this methodology are reported in Appendix E. 

The property attributes that were used to generate annual 
estimates for value, revenues, and expenses represent two "proto- 
typical" residential rental properties in the Los Angeles area. 
One represents small properties (consisting of fewer than six 
units) and the other represents larger properties (12 or more 
units). By focusing the rate-of-return analysis on "prototypical" 
properties, we were able to compare the returns realized by Los 
Angeles and non-Los Angeles property owners who owned similar 
properties, and to examine changes over time in the returns 
generated by a particular type of property. In other words, this 


approach protected the analysis from skewing by spurious trends 
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Stemming from year-to-year shifts in the composition of property 
Sales and from systematic differences between the Los Angeles and 
non-Los Angeles rental housing stocks. 

The central focus of the analysis is on differences in the 
returns yielded by Los Angeles and non-Los Angeles properties 
Over the years 1970-1984. Therefore, we begin by examining 
trends in the behavior of the simplest possible measure of return 
-- the pre-tax return on the total value of the property. This 
measure tells us, on an annual basis, the gross level of return 
generated on average by a particular type of rental property. It 
does not take into account the effects of the owner's financing 
costs or income taxes. However, because of its simplicity, pre- 
tax return on value provides a useful way of comparing returns on 
comparable rental properties under changing circumstances. 

After examining patterns in the pre-tax return on value, we 
incorporate the effects of taxes and financing into the anlysis, 
tracing both after-tax returns on value and after-tax returns on 
the owner's equity in the property. While these measures come 
closer to reflecting what landlords actually realized on their 
real estate holdings, they require that we make specific assump- 
tions about holding periods, financing arrangements, tax rates, 
and tax strategies. Since these assumptions may or may not re- 
flect the actual circumstances of a given property owner or group 
of property owners, the results should be viewed as illustrative, 
and should be used primarily to compare returns over time and 
across locations. They should not be viewed as definitive meas- 


ures of the actual investment return realized by landlords. 


3.1.1 Pre-Tax Return on Property Value 


As noted above, pre-tax return on value represents the 
simplest measure of the gross return generated by real estate 
investment during a given year. It focuses on net operating 
income and appreciation in the value of the property, ignoring 
the specific financing and tax arrangements of individual inves- 


tors, Thus, it is an excellent measure for examining the basic 
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performance of comparable investments under changing circumstan- 
ces, although it is not a good indicator of what typical inves- 
tors actually realize (after taxes) on their invested equity. 

It 1S important to note that the formula2 used to calculate 
pre-tax return bases the measure on properties" current value, 
rather than on its purchase price, and that the formula incorpo- 
rates each year's property appreciation into the current year's 
return, rather than postponing all appreciation to the time of 
sale. Exhibit 3-1 reports annual pre-tax returns on value for our 
two prototypical properties, if located inside or outside the 
City of Los Angeles, for the period 1970-1984. Statistically 
Significant differences between returns inside and outside the 
City are indicated with asterisks. 

The first major finding that emerges from the Exhibit is 
that rates of return to the value of residential rental real 
estate in the Los Angeles area varied greatly from year to year. 
For example, returns on large properties inside the City ranged 
from a loss of 1.3% in’1972 to a gain of 64.3% in? 1976. np nee came 
large fluctuations characterized experience in contiguous cities. 
This variability is attributable both to fluctuations in the 
rate at which revenues and operating costs increased, and to 
periodic lulls in the rate of appreciation of property value. 

In reviewing the Exhibit, the reader should note that the 
extremely high rates of return derived for 1976 may in part re- 
flect problems in merging the SREA and DAMAR data sets. Average 
values (and operating costs) are both shown as rising signifi- 
cantly between 1976, the last year covered by the SREA data, and 
1977, the first year covered by the DAMAR data. This increase in 
property values is included in calculation of the 1976 rate of 
return. Although both the SREA and DAMAR data are based on the 
same type of information, the sampling procedures employed by the 
two organizations could well differ. As a result, estimates 
returns in 1976 should be viewed with caution. For this reason, 
the 1976 data line has been shown out of order at the bottom of 
Chev Exhibit. 
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The second finding evident from the Exhibit is that, while 
annual rates of pre-tax return were fairly similar inside and 
outside of Los Angeles during the early 1970s, the two areas 
followed somewhat different paths between 1975 and 1983, the 
period that includes the institution of rent stabilization in the 
City. Returns inside Los Angeles were markedly lower than in 
Surrounding areas in 1975 and again from 1977 through 1980. Then, 
from 1981 through 1983, properties inside the City of Los Angeles 
produced higher rates of pre-tax return than those in surrounding 
jurisdictions without rent stabilization.3 In other words, 
during the years immediately preceding and following the enact- 
ment of rent stabilization in Los Angeles, rates of pre-tax 
return to the owners of apartment property in the City were sig- 
nificantly lower than those generated by comparable properties in 
adjoining unstabilized jurisdictions, but by 1983, Los Angeles 
apartment properties were again generating returns that were 
competitive or better than those registered in the unstabilized 
areas, 

This pattern is consistent with the way that economic theory 
would lead one to expect investment markets to behave, given that 
the measure of annual pre-tax return is based on current market 
values. The flow of capital between alternative investments 
should tend to equalize expected rates of return in assets of 
comparable risk. Thus, following a reduction in building income, 
one would expect property values to fall (or to rise relatively 
slowly) until rates of return are roughly comparable to those of 
competing investments. This is not to say that owners of such 
properties did not suffer a loss during the downturn, but rather 
that new investors entering the market after such an adjustment 
can expect to obtain returns comparable to those available from 
other types of investments. 

This adjustment process also seems evident from the data 
presented in Exhibit 3-2, which traces cumulative changes in 
property values and net operating income (NOI) inside and outside 
the City between 1970 and 1984. Separate data are again presented 


for large and small properties. Trends in property values and net 
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EXHIBIT 3-2 


CHANGES IN PROTOTYPE VALUES AND NET 
OPERATING INCOMES: 


VALUE 


Small Prototype 


Inside 
Los Angeles 


100 
109 
Pt 
120 
140 
178 
178 
292 
314 
376 
382 
377 
428 
475 
534 


Outside 
Los Angeles 


100 
109 
104 
107 
122 
143 
173 
Z5L 
287 
358 
405 
447 
470 
500 
517 


Large Prototype 


Inside 


Outside 


Los Angeles Los Angeles 


1977-1984 


NET OPERATING INCOME 


Small Prototype 


Inside 
Los Angeles 


Outside 
Los Angeles 


100 
se Us: 
104 
468 
124 
138 
140 
214 
243 
284 
340 
305 
416 
391 
543 


Large Prototype 


Inside 
Los Angeles 


100 
194 
ERE 
181 
125 
B79 
232 
210 
227 
235 
348 
408 
840 
415 
478 


Outside 
Los Angeles 


100 
216 
1 LS 
366 
109 
166 
209 
210 
230 
258 
374 
400 
329 
420 
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Operating income have both been measured by indices which were 
set at 100 in the initial year of the period. These data show 
that between 1970 and 1977 property values rose at a somewhat 
higher rate within Los Angeles than they did in the surrounding 
areas, but that since 1977 this pattern has been largely revers- 
ed. They also show that most of the change occurred in the ini- 
tial years of rent stabilization. 

For example, between 1977 and 1981, the value of small pro- 
perties rose by about 29% within the City, compared to 78% in 
surrounding unstabilized areas. Then, beginning in £981, pro— 
perty values in the City began to rebound, while appreciation in 
surrounding communities slowed appreciably. This analysis indi- 
cates that over the entire 15-year period, owners of property in 
the City have experienced a slightly higher rate of appreciation 
of values than have their counterparts in neighboring unstabil- 
ized cities, while the non-City landlords have experienced a 
somewhat higher growth in net operating income. But if one looks 
only at the period since 1977, despite the reversal that started 
in 1981, Los Angeles landlords have not yet caught up with their 
counterparts in unstabilized areas in terms of the rate of pro- 
perty value appreciation that has occurred there during the years 
1977-81. 

A similar picture emerges if, in recognition of the possible 
dataset interface problem discussed above that may affect the 
1976 figures, one resets the index at 100 in 1977. Exhibit 3-2a 
displays the results of this approach. Again, the reversal of 
relative fortunes as between City and non-City landlords since 
1977 appears. 

Thus, over the course of the rent stabilized period, the 
values of small buildings have increased by about 83% within the 
City, compared to 106% in surrounding unstabilized areas. Simi- 
larly, the values of large buildings inside Los Angeles have 
increased 112% in these years, while the values of those outside 


have risen by 148%. 
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EXHIBIT 3-2 (a) 


CHANGES IN PROTOTYPE VALUES AXD NET 
OPERATING INCOMES: 1970 - 1976, 1977 - 1984 


VALUE NET OPERATING INCOME 
Small Prototype Lurge Prototype Small Prototype Large Prototype 
Inside Outside Inside Outside Inside Outside Inside Oucside 
Los Angeles Los Angeles Los Angeles Los Angeles Los Angeles Los Angeles Los Angeles Los Angeles 
1970 100. 100 100 100 100 100 100 100 
1971 109 109 102 103 88 ES 194 216 
1972 Lil 104 104 97 100 104 » it 113 
1973 120 107 94 84 Fd 468 18} 366 
1974 140 122 108 93 126 124 125 109 
Legs 178 143 130 100 153 138 179 166 
1976 178 73 139 136 167 140 faa yd 209 
CHANGES IN PROTOTYPE VALUES AND NET 
OPERATING INCOMES: 1977 - 1984 
100 100 100 100 100 100 100 100 
ioe 108 114 113 123 EZ 114 108 LEO 
1979 129 143 126 r2a5 132 133 r2u eS 
1989 3h 161 164 209 145 159 166 178 
1981 129 178 169 241 146 143 194 190 
1982 147 187 Espa 240 184 194 148 a7 
1983 163 199 199 253 179 183 198 200 


1984 183 206 212 248 233 254 228 245 


SRawe 
man) 


The data also suggest that rent stabilization is associated 
with a dampening effect on the growth of net operating income in 
Los Angeles. The estimated trends are sometimes erratic, primari- 
ly due to the small sample sizes that were available in some 
years. Nevertheless, it appears that NOI increased by about the 
same proportionate amount inside and outside the City between 
1970 and 1977, but that income growth within the City has been 
considerably lower than in surrounding unstabilized areas since 
the enactment of rent stabilization. Between 1977 and 1984, for 
example, NOI from small properties rose by about 133% within the 
City, compared to 154% in surrounding areas. The corresponding 
figures for large properties were 128% and 145%, respectively. 

The net effect of these changes in values and income was to 
reduce the average rate of pre-tax return that has been earned by 
Owners of City rental property since stabilization was introduc- 
ed, both as compared with historical rates of return and as com- 
pared with rates in surrounding unstabilized areas. For example, 
the average (compounded) rate of pre-tax return for small proper- 
ties in the City during the years 1970-77 was about 25.6% per 
year, compared to about 24.3% per year in surrounding areas. 
However, between 1977 and 1984, small properties earned an aver- 
age of 14.7% per year in Los Angeles, compared to 16.4% per year 
in surrounding areas. (If the 1976 data are excluded from the 
basis for this calculation, the average rate of return on small 
buildings between 1970 and 1977 works out to 18.9% in Los Angeles 
and 19.9% outside the City.) It will be noted that properties in 
both areas generated substantially lower annual rates of pre-tax 
return during the economically turbulent 1978-83 period, but that 
the City properties were a bit harder hit and their relation to 
the earning power of non-City properties was reversed. 

It seems very probable that much of this reversal reflects 
sluggish growth in property values that occurred in the early 
years of rent stabilization. During these early years (1977 to 
1981), the return on small properties in the City of Los Angeles 
averaged about 13.5% per year, well below the 18.8% average 


registered in adjoining unstabilized cities. 
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Patterns are somewhat different for larger properties, par- 
ticularly with respect to the pre-rent stabilization period. 
While overall appreciation of the values of these properties 
between 1970 and 1977 was again somewhat higher within the City, 
-- and while the growth in NOI was about the same -- the average 
compounded rate of return was slightly lower in Los Angeles than 
it was in surrounding areas (21.5% vs.22.9%). However, this 
apparent difference is largely attributable to the extremely high 
rate of return reported in uncontrolled areasmin 1975 .0sincearnc 
sample for that year was relatively small, and since the differ- 
ences in rates of return do not test out as statistically sig- 
nificant, this result may be misleading. Excluding 1975 from the 
calculations produces an average return of 22.3% within the City, 
as against 19.5% in surrounding areas, showing the great sensi- 
tivity of the findings to the unusual data recorded in the sample 
for that year. 

Moreover, for the post-rent stabilization period, patterns 
for larger properties are comparable to those observed for smal- 
ler buildings. The average annual rate of return between 1978 and 
1980 was 21.6% within the City, compared to 32.3% in unstabilized 
areas. However, over the entire rent stabilized period (1978 to 
1983), the differentials are considerably smaller, with an aver- 
age rate of 18.3% for Los Angeles buildings, compared to 19.1% 
in surrounding unstabilized areas. 

These findings are generally consistent with the analysis of 
tenant benefits and costs presented in Chapter 2. Assuming that, 
in the absence of rent stabilization, rents would have risen by 
the same amount as they did in unstabilized surrounding areas 
(i.e., the Imputed Rents standard of measurement), we found that 
the average savings from rent stabilization to all tenants taken 
together were positive, but fairly small. Applying that same 
concept to our comparative analysis of pre-tax rates of return to 
landlords, we find that, taken as a whole, rental properties 
subject to stabilization would have earned about 2% more per year 
over the years 1977-84 if rent increases had not been regulated. 


However, it also appears that the Los Angeles apartment rental 
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market is rebounding (at least in relationship to surrounding 
areas), and has been doing so since about 1981. Again, this is 
consistent with our earlier finding that the benefits delivered 
by stabilization to long-tenured residents have been largely 
offset in recent years by premiums charged to more mobile house- 
holds. 

Turning back to the full 15-year period, 1970-84, whether 
one believes that rent stabilization has done harm to Los Angeles 
landlords over the longer term depends upon whether one believes 
that, in the absence of rent stabilization, City properties 
would have generated consistently higher returns than those in 
Surrounding cities. Though the differences are not always sta- 
tistically meaningful, the data tend to show that the pre-tax 
rates of return for Los Angeles buildings were in fact somewhat 
higher during the pre-stabilization portion of the period, where- 
upon they dipped noticeably below those of unstabilized areas. 
Now they have rebounded to a roughly comparable level, register- 
ing markedly higher returns in the most recent past. Asa 
result, the average annual rate of return between 1970 and 1984 
was roughly comparable inside and outside the City, regardless of 
building type. If one finds equivalent performance in the City 
acceptable, then the long-term harm was minimal. If, however, 
one believes that City investments should regularly outperform 
those in surrounding areas, then it is possible to argue that 
rent stabilization has had harmful effects over the longer term. 
This is not a choice of perspective that can be dictated by the 


Gtavieate 


321.2 [mpact or Financing Costs and Taxes 


Having observed the patterns described by simple pre-tax 
returns on value, we now examine variations attributable to 
financing costs and taxes. It is well known that mortgage finan- 
cing, tax deductions, and marginal tax rates are critical deter- 
minants of the ultimate profitability of all real estate invest- 
ments. Thus, by incorporating tax and financing parameters into 


Our rate of return measures, we can come closer to estimating the 


62 


ll ok i : 5 
%> ba rts 

“beg u Pansy you ox 4 Ge 

nveRE wane par */199 all di ieee | 

pa ead) api h. |i 

AHjeaite4d yc ei oe 

yas SP hit* wy +e h Bud 

a> B10 ores eis meu 3 ee rity, 

Wa S ese" Java int : 

re A Oy 0 79 

fe P00) twin 49: 7 

: p Aes i! 

ets hak med ain 

ep 2 “lum Ds PC wey : 

ids ons : 


Sree eit « ADP Sais 

mee WN Med? reeal) 2h nas . 
capi: mT fa idwcadhi , s 
Pome WYER Diduoe. 

— ae SIP eelp4 aes 6% 4a\a 

Povo | lee! Lhe Fe yeti 
wt ti i A 


BAGs Go THR) = wishes | reritas - 


profitability of residential real estate relative to alternative 
investment opportunities. In addition, we can identify circum- 
Stances in which major tax law or interest rate shifts may have 
exaggerated or obscured the impacts of rent stabilization on the 
rate of return actually realized by property owners. 

It is important to note, however, that the annual property 
sales data upon which our historical analysis is based do not 
include information on taxes or financing costs. Therefore, our 
analysis must be based on a set of tax and financing assumptions, 
which are summarized in Appendix F. In addition, once tax and 
financing considerations are incorporated, it is impossible to 
calculate a generic annual rate-of-return measure that is inde- 
pendent of how long the property is held by a given owner. This 
Stems from the fact that interest rates, interest payments, ac- 
cumulated equity, and depreciable basis all depend upon when a 
property was purchased. Therefore, we have calculated two types 
of return measures. The first computation is a series of return 
measures for each year, allowing the year of purchase to vary. 
The second computation calculates “internal" rates of return (see 
below for a definition of this term) for all possible holding 
periods of not less than one calendar year during the period 
1970-84. These results are reported fully in Appendix G. The 
remainder of this section summarizes the key findings that emerge 
from this analysis. 

We begin by focusing on properties purchased in 1970 and 
held through 1984, for which the rates of return are shown in 
Exhibit 3-3. Annual after-tax returns on value and equity are 
reported for both of our prototypical properties, located inside 
and outside of the City of Los Angeles.4 Returns in each year 
are again expressed in relationship to current property values 
(or current accumulated equity). However, certain expenses -- 
such as depreciation and financing costs -- often do not vary 
over time, but instead are tied to mortgage rates and property 


values in the purchase year assumed here (1970). 
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EXHIBIT 3-3 


ANNUAL AFTER-TAX RETURNS: 1970-1984 


After-Tax Return on Value ____After-Tax Return on Equity 

Small Properties Large Properties Small Properties Large Properties 

Inside Outside Inside Outside Inside Outside Inside Outside 
LA LA LA LA LA LA LA LA 
L970 LOZ LOZ 6% 6% 387% 387% 16% 18% 
Ne ge oy ,4 O”% 38% 3% 9% “he Daye 3% 
Lo72 eps 6% -2% -5% 227% 147 -19% -397% 
[373 137% Lids We LU 467% LE 13% 220% 
1974 pH ay § lLo% 19% 10% 45% 36% 56% 41% 
SDI: 3h 18% oF 30% BZ 34% je er L092 
1976 48% 34% 42% 26% 79% Ith 86% 53% 
Ly 8% 14% 14% 224 EO 187 Loy 357% 
1978 L77 DLA Vln LT, ZAws Po ir eye Zh 
1979 4% aes 26% Be 4% a rA 347% 50% 
1980 Le LLZ 6% 15% LZ Lan Tis |e yA 
L981 147% 6% 10% 47, 16% Th Pn a 
1982 aA 8% ILE 1% 14% eye Ss he 


1983 13% ByA 9% 2% 147% Oo” 10% L% 
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Several findings are supported byathis Exhibit. Firse, ine 
volatility of annual returns is illustrated once again. Annual 
rates of returns vary widely and suddenly from year to year. 
Second, after-tax returns on value follow the same pattern exhi- 
bited by simple, pre-tax returns on value (Exhibit 3-1). Of 
course, after-tax returns are consistently lower, since tax lia- 
bilities reduce both cash-flow and appreciation.5 After-tax 
returns on equity are considerably higher, primarily because the 
equity base is only a portion of the total value of the property 
base, but also because properties yield tax losses in the early 
years of ownership. 

Finally, despite the volatility of annual returns, we can 
observe that returns for properties inside Los Angeles were re- 
duced markedly immediately following the enactment of rent sta- 
bilization, but that by the end of 1983 annual returns in Los 
Angeles were again higher than those generated by properties in 
Surrounding unstabilized areas. This pattern is similar to what 
we have seen with respect to pre-tax return on value. 

Because the variability of annual returns makes it difficult 
to discern notable changes in rates of return from one period to 
another, it is useful to examine average returns earned over 
several holding periods. Exhibit 3-4 presents average annual 
after-tax returns on value and equity for four different holding 
periods: 1970 to 1977 (the period Just prior to rentestabi li za— 
tion); 1978 to 1983 (the full rent-stabililized period); 1978 to 
1980 (the initial years of rent stabilization); and L981 to 193832 
(the most recent past). Although these holding periods are too 
short to simulate the situation of the “average" investor, they 
do serve to illustrate important differences in rates of return 
over time. 

The figures presented in Exhibit 3-4 again show that, before 
the enactment of rent stabilization in Los Angeles, properties 
both inside and outside of the City generated roughly comparable 
returns. Rent stabilization appears to have depressed annual 
returns from Los Angeles properties for a relatively brief peri- 


od. Since 1981, however, the analysis suggests that unstabilized 
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EXHIBIT 3-4 


AVERAGE HOLDING PERIOD RETURNS 


AFTER-TAX RETURNS ON VALUE 


Small Properties 


Inside Outside 


Los Angeles Los Angeles 


14.6% 14.97 
10.5% Li e2, 
7.84 LS ZA 
14.0% TESTES 
12.6% 12217 
AFTER- TAX 


Small Properties 


Inside Outside 
Los Angeles Los Angeles 
29.47 30.6% 
ZO212 27.4% 
LDL, 47.1% 
36.2% 14.5% 
21.4% a ees 


Large Properties 


Inside Outside 


Los Angeles Los Angeles 


We an ey A 13.5% 
£24 13.4% 
14.72% 22.97% 
SALA 53237 
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RETURNS ON EQUITY 


Large Properties 


Inside Outside 
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properties outside the City have yielded very low returns, while 
returns from properties inside the City have rebounded substan- 
tially. Thus, while average returns over the entire rent-stabil- 
ized period are still significantly lower in Los Angeles, the 
differential seems to be shrinking rapidly. 

Exhibit 3-5, which presents "internal" rates of return for 
each holding period, provides further support for the same con- 
clusions. Internal rates of return are calculated quite differ-— 
ently from annual rates of return. Principally, the internal 
rate calculation uses initial value or equity as a base, rather 
than current value, and it postpones all appreciation of value 
until the end of the holding period, rather than recognizing 
appreciation annually. For any given property during any period, 
the results of this analysis differ considerably from those 
yielded by the annual rate method. The internal approach alters 
the volatility of year-to-year change. Still, as the Exhibit 
demonstrates, internal rate of return analysis also shows Los 
Angeles rental properties as suffering a drop in their relative 
rates of return in the early yearns ef stabilization, pue. oie 
rebounding in recent years to a 1984 position that is just a bit 
below the 1977-84 performance of unstabilized areas and improving 


much more rapidly than are rates in those areas. 


3.2 Current Income and Expense Patterns in 


Rent-Stabilized Apartments 


This section takes a closer look at the current financial 
conditions of the owners of multifamily residential rental pro- 
perty in the City. The bulk of the analysis is based on a de- 
tailed 1984 survey of building expenditures circulated to a 
random sample of Los Angeles landlords, as well as to a smaller 
random sample of landlords owners in surrounding, unstabilized 
areas. However, whenever possible, the survey results are com- 
pared to comparable information obtained from other data sets. 


This analysis enables us to compare the current income, expenses, 
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EXHIBIT 3-5 


INTERNAL RATES OF RETURN ON EOUITY 


(HIGH TAX) 
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and financing arrangements in stabilized and unstabilized rental 
Properties, and in a variety of building types. It also enables 
us to examine trends in income and expenditures since the intro- 
duction of rent stabilization. Finally, the data provide the 
basic information on the composition of owner expenditures that 
is needed to construct the cost-based rent adjustment formula 
presented later in Chapter 4. 

The section begins with a brief description of the survey of 
property Owners and the characteristics of the underlying sample. 
A more detailed description of the sampling procedures and the 
data collection effort is presented in Appendix A. We then use 
the survey results to examine building income and expenses in 
1983, both inside and outside the City, and for a variety of 
building types. Subsequent sections then examine trends in income 
and expenses between 1977 and 1983; current property values and 
invested equity; and the amount and types of mortgage financing 
reported. The section concludes by comparing the information 
obtained from the landlord survey to similar data derived from 
two other sources: (1) metropolitan-wide statistics for large 
rental properties published annually by the Institute for Real 
Estate Management (IREM); and (2) special statistics on the rent 
stabilized properties compiled by the California Franchise Tax 
Board (ETB). 


3.2.1 The Survey of Property Owners 
As part of the study, a detailed survey of building income 


and expenses was fielded to a random sample of over 3,300 owners 
of multifamily residential rental properties in the Los Angeles 
area. A total of 311 landlords responded to the survey, 262 in 
Los Angeles and 49 in surrounding unstabilized areas. The unsta- 
bilized cities appearing in this sample are the same as those 
used elsewhere in the analysis and include: Long Beach, Pasadena, 
Torrance, Glendale, Inglewood and Burbank. Sixty of the completed 


Surveys were subsequently dropped from the analysis due to incom- 
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plete or inconsistent financial data.o As a result, the final 
Sample contained a total of 251 different properties with 2,289 
Hental sun les 

Exhibit 3-6 presents some basic information on this sample, 
and compares its characteristics to those of the universe of 
rent-stabilized properties currently registered with the City's 
Rent Stabilization Division. As is evident from the Exhibit, the 
properties included in the Los Angeles element of the survey 
sample have a size distribution that is roughly comparable to the 
distribution of all stabilized units. The geographic distribution 
by Labor Market Planning Area (LMPA) is also about the same. The 
element of the sample composed of unstabilized properties in 
contiguous cities was purposely shaped for approximately even 
distribution among the six communities represented in the survey, 
and the-distribution of units by building size is roughly compar-— 
able to the distribution observed in the Los Angeles sample. 

As noted in the analysis of tenant benefits, residents of 
adjoining unstabilized areas tend to have higher incomes and 
fewer members of racial/ethnic minorities than live in stabilized 
areas within the city of Los Angeles. Although the mix of units 
by building size is about the same, unstabilized properties may 
well house a more prosperous segment of the metropolitan popula- 
tion than the properties included in the Los Angeles sample. To 
assess this potential bias, we compared the two samples based on 
a number of key building attributes, including the average size 
of units and the presence or absence of certain amenities. These 
data are presented in Exhibit 3-7. Although the Los Angeles 
sample contains a higher proportion of studio apartments, the 
average unit size is about the same inside and outside the City. 
Los Angeles properties also tend to be older than unstabilized 
buildings, although both samples purposely exclude recent con- 
struction that would not be subject to stabilization in’ the City. 

A larger proportion of owners of Los Angeles properties 
assigned an “average" rating to the neighborhoods in which the 
properties were located than did owners of unstabilized units in 


contiguous cities. However, the number of above- and below-aver- 
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EXHIBIT 3-6 


CHARACTERISTICS OF THE LANDLORD SAMPLE 


All Rent 
Control Final Sample 
Properties Los Angeles Uncontrolled 
Total Properties 70.351 208 43 
Total Units 489,406 1,908 381 
Distribution of Units 
by Building Size 
Sao Juntts i 19% 15% 
6-1ll units 25h 21% 26% 
12+ units 507% 60% 597% 
Distribution of Units 
by LMPA (%) 
1 Th 5% N/A 
2 18% NS N/A 
3 31% 37h N/A 
4 237 28% N/A 
5 17% 127, N/A 
6 4%, 3% N/A 
Distribution of Properties 
by City 
Los Angeles 100% 100% N/A 
Long Beach N/A N/A 19% 
Torrance N/A N/A LOZ 
Pasadena N/A N/A We 4 
Glendale N/A N/A 12% 
Ing lewood N/A N/A 21% 


Burbank N/A N/A 19% 
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EXHIBIT 3-7 


BULLDING CHARACTERISTICS IN THE LANDLORD SURVEY 


Inside Outside 
Distribution of Units by 
Bedroom Count 
Studio 27% 6% 
One 437, 417 
Two 26% 497% 
Three 3% 4% 
Four or More 1% 0% 
Average Unit Size 878 sq. ft. 846 sq. ft. 
Date of Construction 
Before 1940 37% 247% 
1940-49 247% 18% 
50-59 20% 31% 
60-69 15% 18% 
70-Present 5% 9% 
Neighborhood Rating 
Superior 4% 0% 
Above Average 217% 31% 
Average 59% 44% 
Below Average 12% 18% 
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EXHIBIT 3-7 


(Continued) 


Inside Uutside 
Los Angeles Los Angeles 
Presence of Amenities (% Provided) 
Parking 82% 84% 
Security 97, 7% 
Swimming BU 7% 
Jacuzzi hy 5h 
‘tennis 27, 2% 
Sundeck L37 LiZ 
Laundry 437% 715% 
Health Club Ly 2% 
Central Air Conditioning 27, 5h 
Unit Air Conditioning chic 327 
Type of Building 
Single Family 16% 22% 
Dup Lex Zui 16% 
Three Family 87% 12 
Four Family S74 97 
Garden Apartment 15% 247% 
Other Low Rise 16% 18% 
High Rise ely 0% 
Hotel or Rooming House yA 0% 
Condo Complex i 0% 


Other 6% 4% 
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age ratings were both somewhat higher outside the City. Finally, 
while the presence of certain amenities and structure types dif- 
fers between the areas, there is no systematic pattern of greater 
Or fewer luxuries within Los Angeles. Thus, this potential source 
of bias appears to be fairly minimal. 

Of greater concern is the generally low rate of response to 
the survey, despite strenuous efforts to maximize the number of 
completed questionnaires received. As with any survey of this 
kind, the lower the response rate, the greater the possibility 
that non-respondents are different from landlords who complete 
the survey. Given the distribution of the final sample, which 
closely resembles the underlying universe, the response rate does 
not appear to have varied by size or location of building. How- 
ever, such comparisons will not detect more subtle forms of bias. 
For example, if landlords in the poorest financial circumstances 
were the most likely to respond, the survey results would under- 
record the profitability of stabilized apartments. If the oppo- 
Site occurred, the survey data would overstate landlord income 
and pre-tax profit. It is impossible to determine the nature, 
magnitude, or existence of such a bias by reviewing the data set 
in isolation. However, comparisons with alternative data sets, 
which are made at the end of this section, should provide con- 


Siderable insight into the reliability of the survey data. 


3.2.2 Income and Expenses in 1983 


Exhibit 3-8 presents some basic information on the average 
income and expenditures of rental properties reported in the 
Survey by owners of properties inside and outside Los Angeles 
during 1983. Several types of data are presented, including: (1) 
annual gross income for the property (excluding special fees for 
services not included in operating costs); (2) annual operating 
and maintenance (O&M) costs (excluding replacements, capital 
improvements, and any expenses passed through to tenants); (3) 
annual financing costs (including interest and principal pay- 


ments); (4) annual net operating income (defined as gross income 
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age ratings were both somewhat higher outside the City. Finally, 
while the presence of certain amenities and structure types dif- 
fers between the areas, there is no systematic pattern of greater 
or fewer luxuries within Los Angeles. Thus, this potential source 
of bias appears to be fairly minimal. 

Of greater concern is the generally low rate of response to 
the survey, despite strenuous efforts to maximize the number of 
completed questionnaires received. As with any survey of this 
kind, the lower the response rate, the greater the possibility 
that non-respondents are different from landlords who complete 
the survey. Given the distribution of the final sample, which 
closely resembles the underlying universe, the response rate does 
not appear to have varied by size or location of building. How- 
ever, such comparisons will not detect more subtle forms of bias. 
For example, if landlords in the poorest financial circumstances 
were the most likely to respond, the survey results would under- 
record the profitability of stabilized apartments. If the oppo- 
Site occurred, the survey data would overstate landlord income 
and pre-tax profit. It is impossible to determine the nature, 
magnitude, or existence of such a bias by reviewing the data set 
in isolation. However, comparisons with alternative data sets, 
which are made at the end of this section, should provide con- 


siderable insight into the reliability of the survey data. 


3.2.2 Income and Expenses in 1983 


Exhibit 3-8 presents some basic information on the average 
income and expenditures of rental properties reported in the 
survey by owners of properties inside and outside Los Angeles 
during 1983. Several types of data are presented, including: (1) 
annual gross income for the property (excluding special fees for 
services not included in operating costs); (2) annual operating 
and maintenance (O&M) costs (excluding replacements, capital 
improvements, and any expenses passed through to tenants); (3) 
annual financing costs (including interest and principal pay- 


ments); (4) annual net operating income (defined as gross income 
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EXHIBIT 3-8 


SUMMARY OF 1983 BUILDING FINANCES 


__Properties = mits 
Inside Outside Inside Outside 
TAL LA LA LA 
Gross Income $29,840 $42,999 $3,262** 94 ,853** 
Total O&M costs $12,977 $14,098 $1,418 91,591 
Net Operating Income $16 ,863 $28 ,900 $1,843** $3,262** 
Total Financing Costs?*? $11,841 $15,448 Sey ys $1,707 
Pre-Tax Cash Flow? $5,123 $14,246 $ 551 $1,074 


kek 


Differences are statistically significant at the 95 percent 
confidence level. 


Unit averages were derived by weighting the unit costs of every 
property by the number of units it contained. 


Financing costs include payments for interest and principal. They 
have been adjusted to take out the owner’s share of these expenses 
for owner-occupied buildings. Without this adjustment, financing 
costs per unit would have been $1303 in Los Angeles and $1722 in 
surrounding areas. Similarly, average profit per unit would have 
been $520 and $1559, respectively. 


Information on financing costs was sometimes missing, so that pre- 
tax cash flow could not be calculated for the full sample of 
properties. As a result, there is a small discrepancy between the 
reported average values of net operating income, financing costs, 
and pre-tax cash flow. 
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EXHIBIT 3-8 


SUMMARY OF 1983 BUILDING FINANCES 


___Properties = _Units) 

Inside Outside Inside Outside 

Ses rele _ LA Belk 2-2 
Gross Income $29 ,840 $42,999 $3,262** $4 ,853** 
Total O&M costs $12,977 $14,098 $1,418 91,591 
Net Operating Income $16,863 $28,900 $1,843** 93,262** 
Total Financing Costs**> $11,841 $15,448 $1293 S157 07 
Pre-Tax Cash Flow? Sg Oke $14,246 $ 551 $1,574 


Differences are statistically significant at the 95 percent 
confidence level. 


Unit averages were derived by weighting the unit costs of every 
property by the number of units it contained. 


Financing costs include payments for interest and principal. They 
have been adjusted to take out the owner’s share of these expenses 
for owner-occupied buildings. Without this adjustment, financing 
costs per unit would have been $1303 in Los Angeles and $1722 in 
surrounding areas. Similarly, average profit per unit would have 
been $520 and $1559, respectively. 


Information on financing costs was sometimes missing, so that pre- 
tax cash flow could not be calculated for the full sample of 
properties. As a result, there is a small discrepancy between the 
reported average values of net operating income, financing costs, 
and pre-tax cash flow. 
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minus operating costs); and (5) annual pre-tax cash flow (defined 
as net operating income minus financing costs). The first two 
columns present these data for the average property within each 
sample. The last two columns present comparable information for 
the average unit./7 

The Exhibit shows that the average property in the Los Ange- 
les portion of the sample reported gross income of $29,840 in 
1983. Average operating and maintenance costs were $12,977, leav- 
ing a net operating income (NOI) of $16,863. Financing costs 
averaged S11, 841, resulting in Ja pre-tax cash flow of about 
$5,123. The financial conditions of buildings within the sample 
differed considerably, generating large margins of error around 
these averages. About 5% of the properties in Los Angeles repor- 
ted a negative NOI (i.e., that the owner lost money on the buil- 
ding even before financing costs were taken into account), while 
almost 30% reported a negative pre-tax cash flow (i.e., that 
money was lost on the building after financing costs were paid). 

When expressed on a unit basis, average gross income in the 
Los Angeles sample was about $3,262 per year, or $272 per month. 
As will be discussed in more detail below, this average gross 
rent is considerably below those reported in the tenant survey. 
Operating and maintenance costs averaged $1,418 per unit, leaving 
an average net operating income of $1,843. Financing costs 
averaged almost as much as operating and maintenance expenses, 
running $1,273 per unit per year. As a result, pre-tax cash flow 
averaged $551 per unit per year, or just under $46 per month. 
Less than 2% of all units generated a negative NOI, while about 
25% lost money after financing costs were paid. The proportion 
of units with a negative NOI is lower than the proportion derived 
for buildings because no property with more than 12 units repor- 
ted operating expenses that exceeded building income. 

The data received from the owners of unstabilized properties 
outside the City indicated that gross income is significantly 
higher outside of Los Angeles. While average operating and 
financing costs also ran higher in unstabilized areas, the dif- 


ferences did not register as statistically significant at a. 953 
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confidence level because of the small size of the non-Los Angeles 
sample. Average cash flow and NOI were likewise reported as high- 
er outside the City, although the difference in per-unit cash 
flow is also not statistically significant. About 29% of all 
non-Los Angeles properties (and about 22% of all units) reported 
a negative cash flow. However, only about 2% of the properties 
(and half of one percent of the units) reported a negative NOI. 

Exhibit 3-9 presents operating costs, financing costs, and 
pre-tax cash flow as a proportion of building income. It is evi- 
dent that both operating and financing costs in the Los Angeles 
sample appear to represent a higher share of average building 
income than they do in unstabilized areas (although only the 
difference in the operating costs-to-income ratios is statisti- 
cally significant). The operating costs of properties in the 
City were reported at about 43 percent of building income, com- 
pared to about 33% in surrounding areas. Similarly, financing 
costs averaged about 39% of building income in the City, compared 
to 35% in unstabilized areas. As a result of these differences -- 
which stem from the fact that average gross income from the pro- 
perty was reported as significantly lower within the City than 
outside -- pre-tax cash flow averaged out to about 17%of building 
income in Los Angeles, compared to 32% in surrounding areas. 

Exhibit 3-10 presents additional breakdowns of income and 
expenditures by building size, utility inclusion, date of pur- 
chase (pre-or post-rent stabilization), residence of owner (on or 
off-site), scale of landlord holdings (measured by the total 
units owned) and LMPA location. The figures in the Exhibit are 
all expressed on a unit basis and pertain only to the Los Angeles 
sample. (Note that the number of observations in some of the 
LMPAS is extremely small, making the estimates for these areas 
unreliable.) 

In general, operating and maintenance costs per unit appear 
to increase with building size, and the differences are statisti- 
cally significant. However, since large buildings also have high- 
er rents, net operating incomes are about the same regardless of 


building size. Financing costs appear to be significantly lower 
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EXHIBIT 3-9 


RATIOS OF OPERATING COSTS, FINANCING COSTS, 
AND CASH FLOW TO BUILDING INCOME: 1983 


Inside Outside 
Los Angeles Los Angeles® 
Operating Costs/Total Income 43.4% «ee 32.8% *** 
Financing Costs/Total Income 39207 NS eg AZ! 
Pre-Tax Cash Flow/Total lncome 16.9% 32.4% 


*** Differences between Los Angeles and Non-Los Angeles ratio is 
significant at the 99% confidence level. 
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EXHIBIT 3-10 


BREAKDOWN OF AVERAGE INCOME AND EXPENSES PER UNIT BY 
BUILDING AND LANDLORD TYPE: 1983 LOS ANGELES 


Total Net Total Pre-Tax 
Gross O&M Operating Financing Cash 
Income Costs Income Costs Flow 
Building Size 
< 6 $3,010 Sl,2h0 $1,799 S$) 993 $ 776 
(n=115) 
o=1i $3,294 $1,339 $1,956 $1,384 $ 608 
(n=54) 
Fe $3,365 $1,518 $1,847 SL, 316 $ 499 
(n=40) 
Utility Inclusion! 
Tenants Pay $3,420 Salo $2,010 51,391 $ 588 
(n=184) 
Landlords Pay $2,941 $1,436 o1,005 $1,048 $ 480 
(n=24) 
Date of Purchase 
Before 1978 So,L13 Sl,229 $1,884 So 752 $1,106 
(n=148) 
After 1978 $3,460 $1,670 $1,789 SL 90L -$ 119 
(n=60) 
Residence of Owner 
Owner Lives on 92,712 $1,079 $1,633 $1,471 iy | 
Property (n=51) 
Owner Lives $3,342 $1,468 $1,874 $1,246 $ 589 
Elsewhere (n=157) 
Number of Units Owned 
By Landlord 
Under 5 $3,064 $1,265 $1,799 $1,069 $ 670 
(n=71) 
5-14 Units $3,041 Sl5279 S157 OL $1,347 $ 403 
(n=78) 
Over 15 Units $35,313 $1,493 $1,880 Oo Ny 4 fos) SP esc y 
(n=59) 


ne ee ee eyEyTy yn enemy RRR 


l. If the landlord pays for all the gas and/or all the electricity, the 
building has been designated "master-metered". 
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One 
(n=15) 
Two 
(n=42) 
Three 
(n=61) 
Four 
(n= 38) 
Five 
(n=28) 
Sax 
(n=6) 


Gross 


Income 


$3,045 
$2,702 
$2,945 
$3,785 
$4,502 
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EXHIBIT 3-10 


(Continued) 

Total Net Total 

O&M Operating Financing 
Costs Income Costs 

ol 3459 $1,610 $1,341 
$1,288 $1,414 ig TL 
$1,240 31,705 $1,058 
Siyo15 SZ, LIZ $1,959 
$1,690 $27,812 $1,903 
$1,502 $1,850 $5999 


ES 


De 


LMPA was missing in 18 cases. 
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im “smal ver properties, making their pre-tax cash flow relatively 
high. However, due to the relatively large standard errors in the 
estimated means, neither difference proved to be statistically 
Significant at a 90% level of confidence. 

Only a small number of landlords (24) reported that they 
paid the entire gas and/or electrical bill for the property, 
confirming the finding in the tenant survey that most tenants pay 
at least part of their utilities outside their rents. The buil- 
dings where the landlord did pay all utilities tended” to berrera— 
tively large and contain an above-average concentration of effi- 
ciency units. Although unit operating and maintenance costs were 
the same regardless of utility arrangements, gross income -- and, 
hence, NOI -- was significantly lower in master-metered buil- 
dings. However, since their unit financing costs also tended to 
be low, the differences in pre-tax cash flow associated with 
inclusion of utilities in the rent payment were less pronounced 
(and, indeed, were not statistically significant). 

Some of the most noticeable differences in financial circum- 
stances appear when the data are stratified by the date the pro- 
perty was purchased. Buildings bought after the date when rent 
stabilization was enacted registered higher incomes, higher ex- 
penses, and somewhat lower NOIS. However, only the difference in 
operating expenses is statistically significant. More important, 
the financing costs of recent purchasers were more than two-and- 
one-half times as high as the financing costs of landlords who 
bought their properties before the dramatic rise in interest 
rates that occurred in the early 1980s. Because of these high 
interest rates, recent purchasers reported a net pre-tax cash 
loss of about $119 per unit, compared to a net pre-tax gain of 
about $1,106 for longer-term owners. Both the cost difference and 
the net income difference are statistically significant at a 99% 
confidence level. 

Building finances also varied by the characteristics of the 
property owner. If the owner lived on-site -- a phenomenon that 
largely oceurs in smaller buildings -- the income and expenses 


associated with rental units were significantly below the aver- 
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ageS reported for other properties. A lower NOI for units in 
Owner-occupied properties, combined with somewhat higher finan- 
cing costs, also led to a lower average pre-tax cash flow. How- 
ever, the differences in average NOI, financing costs, and pre- 
tax cash flow are not statistically significant. 

When the data are stratified by the number of units that the 
landlord owns, both building income and operating costs appear to 
rise with the size of the landlord's holdings (although only the 
difference in cost is statistically significant). However, pat- 
terns in NOI, financing costs, and pre-tax cash flow do not re- 
veal any systematic tendency for large-scale (or small-scale 
Owners) to make higher profits. On the one hand, average NOI 
tended to be higher for landlords owning more than 15 units. On 
the other hand, due to their lower financing costs, landlords 
with fewer than five units reported the highest average pre-tax 
cash flow. Neither difference is statistically significant. 

Finally, building finances also vary by geographic area, 
although the small sample size in some LMPAs make the statistics 
for these areas doubtful. LMPA #5 reported the highest per unit 
income, expenses, NOI, and pre-tax cash flow. As we found in the 
analysis of tenant benefits, renters in this area appear to be 
paying more than they would in the absence of rent stabilization. 
At the other extreme, LMPAS #1 and 2 indicated the lowest per- 
unit NOI and pre-tax cash flow. As we saw in the tenant analysis, 
renters in these areas receive large positive benefits as a 
result of rent stabilization. The presence of net tenant bene- 
fits from rent stabilization need not be associated with a rela- 
tively low NOE (although it does imply that NOI would be higher 
in the absence of stabilization). Conversely, tenants could be 
paying near-free market rents and building financial performance 
might still be poor. The latter seemed to characterize LMPA #3, 
where net tenant benefits and net operating income were both 
relatively low. 

Exhibit 3-11 presents information on the ratios of operating 
costs, financing costs, and pre-tax cash flow to total building 


income, each broken down by the same basic landlord and building 
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EXHIBIT 3-11 


FINANCIAL RATIOS BY BUILDING AND 
LANDLORD TYPE: 1983 LOS ANGELES 


Operating Financing Cash 
Costs/Income Costs/Income Flow/Income 
Building Size 
<6 40% 39% 26% 
(n=115) 
6-11 41% 42% 18% 
(n=54) 
12+ 45% 39% LZ 
(n=40) 
Utility Inclusion! 
Tenants Pay 41% 41% 17% 
(n=184) 
Landlords Pay 497 36% 16% 
(n=24) 
Date of Purchase 
Before 1978 39% 24% 36% 
(n=148) 
After 1978 48% 55% -67 
(n=60) 
Residence of Owner 
Owner Lives on 40% 54% 10% 
Property (n=51) 
Owner Lives 447% 37% 18% 
Elsewhere (n=157) 
Number of Units Owned 
By Landlord 
Under 5 41% 35% 22% 
(n=71) 
5-14 Units 42% 447%, 13% 
(n=78) 
Over 15 Units 44% 38% LTZ 
(n=59) 


1. If the landlord pays for all the gas and/or all the electricity, the 
building has been designated "master-metered”. 
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One 
(=15) 


Two 
(n=42) 
Three 
(n=61) 
Four 
(n= 38) 
Five 
(n=28) 
Six 
(n=6) 


Costs/ Income 


EXHIBIT 3-11 


(Continued) 


Operating 


477 


48% 


427, 


437% 


387% 


45% 


LMPA was missing in 18 cases. 


Financing 


Costs/Iucome 


44% 


347, 


Cash 


flow/income 


097% 
19% 


227% 


paz ecsae 
seat ba 2 80! 
* 

Sts lal 
ice) 
The ol 
een) 
Pile s2aNT 
ton) 
kts ; 
yO! 
ot. alr } 
Yar or 
a7 

sie 
rae 
a) 


= 
ce 


e§@020 Al oh geteaio «, 


types that appeared in the previous Exhibit. In general, the 
Operating costs-to-income ratio ranged from about 38% to 48%, 
with a relatively low value for smaller buildings and a relative- 
ly high value for master-metered buildings and buildings purchas- 
ed after 1978. The share of financing costs ranged from about 24% 
to 55%, with buildings purchased after 1978 and owner-occupied 
buildings showing the highest average ratios. Finally, the ratio 
of pre-tax cash flow to building income was negative for recent 
purchasers, and ranged from 10% to 36% for the other subgroups. 
The highest ratio was observed for buildings purchased before 
1978 (which had relatively low financing costs), while the lowest 
ratios were found among owner-occupied properties and those in 


LMPA #4 (which reported relatively high financing costs) and in 
LMPA #1. 


3.2.3 Changes in Income and Expenses, 1977-1983 

In addition to providing 1983 data, landlords who had owned 
their buildings since the enactment of rent stabilization were 
asked for comparable information on their building's finances in 
1977. Exhibit 3-12 presents these data for the 88 Los Angeles 
landlords who provided information for both years. All figures 
are in nominal dollars and expressed on a per-unit basis. Due to 
limitations in sample size, we have collapsed “middle-sized" and 
"larger" buildings into one category consisting of properties 
With six, OromOre sing cs. 

The responses suggest that between 1977 and 1983 gross buil- 
ding income rose by about 66%, or by about 8.8% per year. In 
contrast, reported operating costs increased by only about 36%. 
This led to a 94% increase in NOI, from about $980 per unit in 
1977 to about $1,900 in 1983. Over the same period of time, 
reported financing costs declined by 11%, generating a large 
increase in the pre-tax cash flow, from about $79 in 1977 to 
$1,113 in 1983. While operating costs rose less rapidly in smal- 
ler buildings than in larger ones, financing costs tended to rise 
a bit faster. As a result, reported trends in pre-tax cash flow 


are about the same regardless of building size. 
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EXHIBIT 3-12 


1977-1983 TRENDS IN INCOME AND EXPENDITURES 
PER UNIT: LOS ANGELES ONLY 


All Buildings 
(n=89 ) 
Gross Income $1923 $3184 + 66% 
O&M Expenditures 943 1283 + 362 
Net Operating Income 980 1900 + 947 
Financing Expenses 908 806 - 11% 
Pre-Tax Cash Flow 79 Li13 +13097% 
Small Buildings (<5 Units) 
(n=54) 
Gross Income 1858 2992 + 617% 
O&M Expenditures 1011 1219 + 21% 
Net Operating Income 847 Les LO. 
Financing Expenses 784 651 = 197 
Pre-Tax Cash Flow 78 1156 +13827 
Larger Buildings (6+ Units) 
(n=35) 
Gross Income 1949 3206 +677 
O&M Expenditures 917 1314 + 437, 
Net Operating Income 1032 1942 + S57 
Financing Expenses 973 879 = 4107 


Pre-Tax Cash Flow 82 1092 +1232% 
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The relatively low rate of increase in operating costs prin- 
Cipally reflects a decline in property taxes that resulted from 
voter approval of Proposition 13 in 1978. Exhibit 3-13 presents 
a breakdown of operating costs into seven major components, 
including: payroll, expenses, utilities, management fees, parts 
and supplies, contracted maintenance, taxes and fees, and pro- 
perty insurance. It is evident that the components of building 
costs other than taxes increased at a rate that far exceeded the 
increase in building income. The highest increase was observed 
for salaries, utilities, and Management fees. The lowest rate of 
increase was registered by contracted maintenance and insurance. 
However, even these cost components increased at a rate that was 
Significantly above the increase in average income. By contrast 
to these trends in all other cost categories, property taxes 
declined by 45%, from an average of $339 per unit in 1977 to 
about $186 in 1983. As a result of this decrease, the share that 
property taxes made up in total operating costs fell from 38% to 
Ber 3 

This highly significant shift underlay the relatively low 
rate of growth observed in operating and maintenance costs and 
the above average increase observed in NOI. If property taxes had 
risen by 2% per year -- the maximum now allowed under Proposition 
13 for properties that do not change ownership -- total operating 
costs would have increased by about 64% and average net operating 
income by about 67%. If taxes had increased at the same rate as 
building income, total operating costs would have risen by about 
84% and net operating income by about 48%. 

It should be noted that the observed increase in NOI (943%) 
experienced by these landlords who held their property throughout 
the rent stabilized period is considerably above the maximum that 
would qualify for a hardship increase under the city's “just and 
reasonable" exception guidelines. Under the Just and Reasonable 
(J&R) procedure, landlords are entitled to maintain the same 
level of net operating income that they received prior to sta- 
bilization, adjusted upwards by 7% per year.8 In general, the 


permitted rent adjustments plus the property tax savings resul- 
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EXHIBIT 3-13 


TRENDS IN THE COMPONENTS OF OPERATING COSTS: 1977-1983 


1977 1983 % Change 

Salaries $ 62 $125 +102% 
(14) (26) 

Wtilities $154 $336 +118% 
(14) (30) 

Management & 5436 S$ 88 +1447 
Administration (6) (14) 

Parts & Supplies SOL $100 ole 
(7) G3) 

Contract Maintenance $193 $330 +71% 
C2a5) (32) 

Taxes & Fees $341 $188 -457 
C291) (10) 

Insurance Seor 5110 +807% 


(6) (9) 


Cief FIesnxe 
Bie oultanem Fo azityeenit) Avr ei ecu 


Tees 
Bs ; 


he? 
(eI) 


peace 
tsi | 


stad ft 


2 Jtiseangaenseo 


up Lip toe die! mie 
lgue’ & t2-34 
*70 6s! Oe i hs 1a 3 2 rt! 


a oe | é 6us pn! 


bOOUGix. 


ting from Proposition 13, were expected to maintain this level of 
NOI for the majority of the City's without the need for a J&R 
exception, In fact, these data indicate that between 1977 and 
1983, average NOI for these landlords increased by 94%, up to 
about $1,900 per unit. By comparison their adjusted NOI, at 7% 
per year, would have been $1,400 per unit. 

Alternatively, if the J&R guidelines had allowed NOI to 
increase anually by the amount of the CPI (64% over the period), 
actual NOI in 1983 would still have been higher, at $1,900, than 
the amount ($1,607) that would have created eligibility for a 
hardship exception to the ceiling on rent increases. These 
findings may explain the low number of J&R increase applications 
that have in fact been received by the City. As of November 1984, 
88 such applications over the preceding five years, and only ll 


had been granted. 


3.2.4 Building Values and Equity Investments 


In addition to providing income and expense data, Owners 
were asked to estimate the value of their properties, as well as 
the amount of their current equity investment. They were also 
requested to provide information on date of purchase, purchase 
price, and original down payment. These data are presented in 
Exhibit 3-14. The first two columns present data for the average 
property. The next two columns present information for the aver- 
age unit. 

The data received indicate that the average owner of multi- 
family residential rental property in the Los Angeles area has 
owned his/her property for roughly 14 years. Within the City, 
while the average purchase price was about $136,000, landlords 
now value their buildings at an average of just over $282,000. 
Equity has grown with the appreciation of property values, from 
an average initial investment of about $37,000 to more than 
$190,000 today. The average share of equity has thus increased 


from about 19% of che property "s value “to, over 71 t.. Neeroperating 
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EXHIBIT 3-14 


PROPERTY VALUES AND EQUITY INVESTMENTS 


INSIDE AND OUTSIDE LOS ANGELES 


Length of Ownership (Years) 


Property Value 
Current 
Purchase Price 


Equity Investment 
Current 
Initial 


Ratio of Equity to Value 
Current 
At Purchase 


Ratio of Average 
NOI to Average Value 


Properties 


Inside 


14.6 


$282,350 
$135,971 


$190,540 
$36,518 


0.060 


14.4 


$450 ,872 
$170,043 


$344 ,878 
46,134 


0.69 


0.064 


Inside 


Sh JU 


$35,054 
$16,821 


0.053 


Units 
Outside 


14.0 


$51,108 
$19,334 


0.064 
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income represents about 5%-6% of current value. Viewed another 
way, the capitalization rate is roughly 17%, which is similar to 
the estimate derived from our analysis of real estate sales. 

In the unstabilized areas outside the City, estimated pro- 
perty values were considerably higher, averaging over $450,000. 
Similarly, initial purchase price, original down payment, and 
estimated current equity were all considerably higher than in the 
Los Angeles sample. However, the ratio of net operating income to 
Current value -- or, put another way, the estimated capitaliza- 
tion rate -- was reported as about the same as the ratio observed 
in the City. This suggests that property owners inside and out- 
Side the city are applying the same basic discount rate to their 
estimated revenue streams. 

Patterns are much the same when the data are expressed on a 
unit basis. Los Angeles landlords estimate their buildings to be 
worth an average of about $35,000 a unit, with an invested equity 
of over $23,000. Estimated property values have doubled since the 
purchase date and invested equity has increased by almost six- 
fold. The ratio of NOI to current value for the average unit in 
the Los Angeles sample is about 5.3 percent. This ratio is smal- 
ler than the one derived for the average property, since the 
capitalization rate is apparently lower in smaller buildings. 

These data differ somewhat different from the DAMAR property 
sales data employed earlier in this Chapter to calculate histori- 
cal rates of return. The average per-unit sales price for 1983 
(DAMAR) was about 10% higher than the estimated current value 
obtained from the landlord survey for properties inside Los Ange- 
les ($38,500 in the DAMAR data, compared to $35,000 in the land- 
lord survey). Outside the City, on the other hand, the reverse 
relation obtained, with landlords' value estimates exceeding by 
almost 15% the average per-unit sales price reported ($44,000 
DAMAR versus $51,000 in the landlord survey). Thus, the landlords 
in the survey appear to underestimate current property values 


slightly inside Los Angeles while overestimating them outside the 
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City.9 Whether these perceptions had anything to do with the 
presence or absence of rent stabilization cannot be discerned 
from the survey results. 

Turning to a comparison of rates of simple pre-tax return 
reported in the landlord survey as against those derived from the 
DAMAR property sales data, 1983 pre-tax returns on the value of 
in-City properties averaged about 16% (including appreciation) 
based on the landlord survey and about 15% based on the DAMAR 
Sample. For properties outside the City, the corresponding 
returns both averaged 15%.10 Thus, the landlord survey data con- 
firm our earlier finding that Los Angeles properties are no 
longer generating returns significantly below those being 


realized in surrounding, unstabilized jurisdictions. 


BS Mortgage Financing Arrangement 


A final section of the landlord survey asked owners to pro- 
vide a detailed description of the nature and amount of mortgage 
financing that was currently applicable to their properties. The 
resulting data on rent stabilized properties within the City of 
Los Angeles are summarized in Exhibit 3-15. The first column 
presents statistics for the average property. The second column 
presents comparable information expressed on a per-unit basis. 

The data suggest that one-third of all rent stabilized pro- 
perties -- containing 20% of all stabilized units -- are owned by 
the landlord free and clear. The average landlord in this cate- 
gory purchased his/her property in 1960 and has since paid off 
the original loan that financed that purchase. However, 50% of 
all properties (and 64%of all units) have one outstanding mort- 
gage, while the remaining 17% of all properties (and 16% of 
units) have two or more mortgage loans outstanding. About 56% of 
the buildings with multiple mortgages were purchased after 1977. 

The respondents reported that the terms of the first mort- 
gages are generally more favorable than the terms of seconds. For 
example, the average first mortgage had an interest rate of 
10.21%, compared to 10°..93% for second mortgages. The majority of 


first mortgages were fixed rate, self-amortizing loans, with an 
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EXHIBIT 3-15 


MORTGAGE CHARACTERISTICS 
(Los Angeles Only) 


Properties 


DISTRIBUTION BY NUMBER OF MORTGAGES 


No Outstanding Mortgages (n=63) 337, 
One Outstanding Mortgage (n=95) 50% 
Two or More Outstanding Mortgages (n=32) 17% 
CHARACTERISTICS OF PRIMARY MORTGAGES 
Average Interest Rate LOwZ Ly, 
Average Term 16.3 7.85. 
Average Years to Maturity 6.1 yrs. 
Mortgage Type: 
% Balloon 17, 
% Fixed-Rate 76% 
Percent That Replaced a Previous Mortgage LEA 
CHARACTERLSTICS OF SECOND MORTGAGE 
Average Interest Rate 10.937 
Average Term 3.04 VES. 
Average Years to Maturity 4.8 yrs. 
Mortgage Type: 
% Balloon 56% 
% Fixed-Rate 82% 
Percent That Replaced a Previous Mortgage B97 


Units 


20% 
647 
16% 


10.05% 
16.6 yrs. 
6.1 yrs. 


17% 
71% 


21% 


9.197 
Os y ES. 
6.1 yrs. 


39% 
7717 


1% 
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average term of 16 years. While the majority of second mortgages 
were also fixed rate loans, 56% involved balloon obligations at 
maturity and the average term was considerably shorter (about 
nine years). The average first and second mortgage were both 
scheduled to mature in about 1990. 

The great majority of current first mortgages on rent sta- 
bilized properties (78%) were initiated at the time that the 
building was acquired. Only 22% of all responding landlords 
indicated that their current mortgage had replaced a previous 
loan. The 24 landlords who did report that they had refinanced 
their properties were asked to break down the way that they had 
used the proceeds from their current loan. According to their 
estimates, 55% of the proceeds was used to pay off the remaining 
balance on their previous loans, 16% was used to finance capital 
improvements, and 29% was used to raise cash for other purposes. 

The same question was asked of the 32 landlords who reported 
having a second mortgage. In this instance, a greater proportion 
(39%) indicated that their current second had replaced a previous 
loan. Twenty-seven percent of the proceeds from refinancing were 
used to pay off a previous second, 17% to fund capital improve- 
ments, and 24% to raise cash for other purposes. 

It should be noted that landlords who own their properties 
free and clear, or have fixed rate, self-amortizing primary mort- 
gages, which categories seem to include the majority of Los 
Angeles property owners, are best positioned to operate within a 
rent adjustment formula which allows for a fixed contribution for 
principal and interest. Landlords with balloon or variable rate 
mortgages, on the other hand, would be likely to have more vola- 
tile financing costs. According to the survey results, properties 
with these more variable financing costs represent about 28% of 


the stabilized housing stock. 


SOP EN 3) Comparison of Landlord Survey Data to Other Data Sets 


As noted at the outset, we have compared the data collected 
through the landlord survey to similar information available from 


other sources. AS noted earlier, the gross per-unit incomes re- 
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ported by Los Angeles landlords (which average about $272 per 
month) are considerably below the average contract rents reported 
in the tenant survey (about $408 per month) .~ Part of this .ditte- 
rence may reflect income losses due to vacancies and a difference 
of one to two years in the period being reported upon by tenants, 
on the one hand, and landlords on the other. We attempted to 
adjust for these factors by assuming an 8.8% inflation rate and a 
6.1% difference between actual and potential income.11 However, 
the resulting adjusted income figures (which averaged about $314 
per unit per month) remain considerably below the data supplied 
by tenants, 

in contrast to the data received from City landlords, sine 
per-unit incomes reported by non-Los Angeles landlords (which 
averaged about $404 per month) were relatively close to the rent 
figures reported by tenants ($422 per month, on the average) who 
live in unstabilized contiguous cities. Nothing in the survey 
data permits us to account for the difference between landlord 
and tenant reports within the City of Los Angeles, but we are 
able to compare the survey results with other data sets in order 
to assess the plausibility of the survey outcomes. 

DAMAR and IREM Data. The survey data have been compared to 
two secondary data sets: (1) the DAMAR data (which were used in 
the rate of return analysis presented at the outset of this Chap- 
ter); and (2) statistics compiled by the Institute for Real 
Estate Management (IREM), which collects annual information on 
the income and expenses of large (i.e. 12+ unit) properties in 
the Los Angeles metropolitan area. Exhibit 3-16 displays the 
basic income and operating expense information in each of these 
data sets for the year 1983, along with analogous information 
derived from the landlord survey. To facilitate comparison, we 
have weighted the averages which were obtained in the landlord 
survey for properties inside and outside of Los Angeles by their 
proportionate share in the total rental stock in the metropolitan 
area. These weighted averages should thus reflect a geographic 


distribution roughly comparable to the IREM sample. 
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EXHIBIT 3-16 


A COMPARISON OF THE 1983 IREM AND SURVEY DATA 


1 


DAMAR DATA IREM DATA SURVEY DATA oe 
Garden 
Inside Outside All Apartments Inside Outside 9 
Los Angeles Los Angeles SMSA Buildings (Low) Los Angeles Los Angeles Combined 
Gross Income per Unit $4,642 $4,878 $4, 848 $4, 848 $4,198 $35 262 $4, 853 $4,089 
Operating Costs per Unit Si a1 $1,908 $1,830 SEeo30 Saas Si SL4abS poy ogee | [ Si508 
Net Operating Income 
per Unit $2, 891 52.0970 92, 941 S25941 $2,048 $1,843 S35 262 $2, 561 
Ratio of Operating 
Costs to Income 0.38 0.39 0.38 0. 38 Oe 71 0.43 8 je Oa7 
Number of Properties 241 70 208 43 
Number of Units 11,892 5,442 1,908 381 


1. The IREM data presents the medium square foot income and costs for each of four different building 
categories. The figures in the chart were derived by multiplying the reported income (or cost) per square 
foot in a given category by the total number of square feet in that category, summing across the four building 
types, and then dividing through by the total number of apartment units. 


2. Combined statistics for the survey data were derived by weighting the Los Angeles and non-Los Angeles averages by 
the proportion of the SMSA’s total rental units that are inside and outside the city, respectively. 
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The Exhibit shows that, according to the DAMAR figures, Los 
Angeles properties that were sold in 1983 had an average income 
of $4,642, average costs of $1,751, and an average expense-to- 
income ratio of 38%. Although both income and costs were reported 
aS marginally higher for properties located outside the City, the 
expense-to-income ratio was about the same. The Exhibit further 
indicates that the DAMAR figures for average incomes outside the 
City are virtually identical to those reported in the landlord 
Survey, while DAMAR-reported incomes within the City are some 40% 
higher than the Survey suggests, and considerably closer to the 
average monthly rents derived from the tenant survey. On the 
other hand, average operating costs are significantly higher in 
the DAMAR data than in the landlord survey results, both inside 
and outside the City. As a result, the DAMAR data yield an esti- 
mated operating expense-to-income ratio that is below that (43%) 
based on the survey for Los Angeles properties, but considerably 
above the survey-based ratio (33%) for unstabilized areas con- 
taguous ‘tothe City. 

The IREM data yield results that are roughly comparable to 
the DAMAR data, but again, somewhat different from the landlord 
survey results. The Exhibit shows that in 1983 IREM reported an 
average income of $4,848 per unit, average expenses $1,830 and an 
average expense-to-income ratio of 38%, which was identical to 
the ratio derived by DAMAR for properties inside the City of Los 
Angeles. The lowest incomes and operating costs were observed in 
the IREM data among garden apartments, which may be more compar- 
able to the types of buildings that are generally covered by rent 
stabilization than is the metropolitan rental housing stock as a 
whole. The bottom quarter of this garden apartment group repor- 
ted an average income of $4,198, average costs of $1,557, and an 
expense-to-income ratio of 37%. The operating costs that were 
reported in the landlord survey were considerably below the 
medium costs reported by IREM, but fairly similar to the lower 


range reported for garden apartments. 
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The Exhibit shows that the operating expense-to-income 
ratios derived from the survey data tend to bracket the ratios 
based on IREM data, with a higher survey-based ratio in the City 
and a lower ratio in surrounding areas. Because of this bracket- 
ing effect, despite the fact that the ratio derived from the 
Survey for the City was much lower than the corresponding ratio 
based on IREM data, the combined survey average -- which was 
obtained by weighting the averages inside and outside the City by 
each area's share of the rental stock -- is about the same if one 
uses either the Survey or the IREM file as a data base. 

Exhibit 3-17 compares the income and expense trends reported 
in the IREM data with those observed in the survey data. Note, 
however, that the IREM data do not refer to the same set of buil- 
dings in each whereas the survey data are restricted to the set 
of landlords who reported both 1977 and 1983 data. Also, due to 
limitations in sample size, the survey data can only be presented 
for the City of Los Angeles. 

Despite these differences, some similar trends are revealed. 
Unit income, expenses and NOI again tend to be higher in the IREM 
data. They also show a more rapid rate of growth over the six- 
year period. However, in both data sets, income rises more rapid- 
ly than operating costs, producing a marked decline in the ratio 
of operating costs to income. Examination of the underlying cost 
components reported in IREM again reveals the significant decline 
in property taxes resulting from Proposition 13, from about $355 
per unit in 1977 to about $214 per unit in 1983. The same factor 


was at work in the survey data. 


California Franchise Tax Board Data. More direct compari- 
sons can be made between the survey results and data on rent-sta- 
bilized properties in the City obtained from the State Franchise 
Tax Board (FTB). AS part of this study, the City Rent Stabiliza-— 
tion Division (RSD) requested a special match of properties cur- 
rently registered with the Division and income tax data on file 
with the FIRB. While malntaing strict-confidentiality with respect 


to all individuals and individual properties, the FTB was able to 
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EXHIBIT 3-17 


COMPARISON OF SURVEY DATA WITH 
1977-83 TRENDS IN IREM 


IREM Survey Data 
(Los Angeles Only) 
Les 1983 he LOTT 1983 he 
Gross Income/Unit SOUS) G4yade wts27 $1,923 $3,184 +66% 
Operating Costs/Unit $1,144 $1,830 +60% $ 943 $1,283. +367 
Net Operating 
Income/Unit $1,360 S29 941 116% $ 980 $1,900 +947 


Ratio of Operating 
Costs to Income 45% 38% --- 49% 407% <== 
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provide averages for groups of ten or more returns. This pro- 
vided average income and cost data for a total of 3,765 proper- 
tiles, broken down by building size and LMPA. All of these proper- 
ties are rent-stabilized. However, since the data were generated 
from individual tax returns, all corporation property owners and 
most real estate partnerships were necessarily absent from the 
sample, 

Exhibit 3-18 compares the distribution of the FTB data by 
building size and LMPA to the distribution of the landlord survey 
and the universe of rent-stabilized properties. It demonstrates 
that the distribution of the FTB data by building) sizer tserela— 
tively close to the overall profile of the universe. However, the 
distribution of the sample by LMPA is not a very good match to 
the geographic distribution of all stabilized apartments. While 
this would not affect statistics for individuals IMPAs,) 1c mig. 
affect the findings for the sample as a whole. To avoid this 
danger, we reweighted the data for each building class in each 
LMPA to reflect its actual share in the universe of stabilized 
apartments. Having done this, the likelihood of a bias appears 
to be small. 

Exhibit 3-19 compares the data obtained from the FTB sample 
with those derived from the landlord survey. Since information on 
the aggregate number of units covered by the FTB sample is not 
available, all statistics refer to per-property, not per-unit 
averages. Note also that the data on financing costs differ as 
between the samples. The FTB data refer only to interest expendi- 
tures. However, the majority of respondents in the landlord sur- 
vey were unable to break down their mortgage payments into 
interest and principal. As a result, holding allvotnererscetor- 
constant, reported financing costs in the landlord survey should 
be higher than in the FTB sample. 

The Exhibit shows that the reported average income and 
Operating expenses for all buildings combined did in fact tend to 
be somewhat higher in the survey data than in the FTB sample. 
However, the overall ratios of operating costs to income were 


about the same: 41% in the FTB sample and 43% in the landlord 
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EXHIBIT 3-18 


CHARACTERISTICS OF THE FTB DATA 


All Rent 
Landlord Controlled 
FTB Sample Survey Properties 
Distribution of Properties 
by Number of Units 
Under 6 56% 39% 60% 
cae 30% 26% 24% 
Over ll 157 Loy, 17% 
Distribution of Properties 
by LMPA 
#1 6% 8% 10% 
#2 17% 227% 25% 
#3 49% 327% 28% 
#4 9% 20% 17% 
#5 17% 15% 15% 


#6 7h 3% 6% 
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EXHIBIT 3-19 


COMPARISON OF FTB AND LANDLORD SURVEY EXPENSE AND INCOME DATA 


All Buildings 
FTB Sample 
Landlord Survey 
2 cor Units 
FTB Sample 
Landlord Survey 
6-11 Units 

FTB Sample 
Landlord Survey 
L2+ Units 

FTB Sample 
Landlord Survey 
LMPA #1 

FTB (n=209) 

LL (n=15) 

LMPA #2 

FTB (n=649) 

LL (n=42) 

LMPA #3 

FTB (n=1608) 

LL (n=61) 

LMPA #4 

FTB (n=332) 

LL (n=38) 

LMPA #5 

FTB (n=638) 

LL (n=28) 

LMPA #6 


FTB (n=194) 
LL (n=6) 


Ave. 
Income 
Per 


$24 ,892 
29 ,840 
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203230 


185933 
97,248 
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26,057 
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Financial 
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18,445 
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1,504 
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2,306 


11,308 
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Survey. While the aggregate nature of the FTB data do not enable 
one to calculate confidence intervals, the standard error of the 
estimated operating cost-to-income ratio in the landlord survey 
is about 2%. Thus, the difference between the two averages, 
which is also 2%, is not statistically significant. By comtract, 
the ratio of cash flow to building income-is significantly Nnigher 
in the FTB data than in the survey results. This presumably 
reflects the fact that financing costs in the landlocauscurvey 
include both interest and principal payments, rather than 
interest only. 

Patterns in average income and operating costs are also 
fairly comparable across LMPAs. While the precise levels differ, 
the estimated averages typically move together. Thus, according 
to both data sets, LMPA #5 -- West Los Angeles -- registered the 
lowest operating expense-to-income ratio. As noted in a previous 
section, this area reported the highest overall income when ex- 
pressed on a unit basis. On the other hand, both data sets reveal 
above-average expense-to-income ratios in LMPAs #1 and #2. These 
areas were characterized by below-average net operating incomes 
and, in the analysis reported in Chapter 2, by relatively high 
net tenant savings from rent stabilization. 

The patterns observed in the FTB and survey data are less 
consistent when one stratifies by building size. While the ex- 
pense-to-income ratios were about the same for buildings with 
6-1l units, ratios for larger and smaller buildings were somewhat 
different. In the landlord survey, the highest average expense- 
to-income ratio was observed among larger buildings. In the FTB 
data, this pattern was reversed. In the absence of additional 
data, it is difficult to interpret these patterns. However, they 
may reflect differences in the types of landlords covered in 
either survey. Again, while we cannot develop standard errors for 
the FTB estimates, the standard errors of the operating expense- 
to-income ratios in the landlord survey were about 2% for buil- 
dings with less than 6 units and 3% for buildings ‘with more than 
11 units. Thus, the differences observed between expense-to- 


income ratios could be Statistically ‘significant. 
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3.3 Summary of Probable Impact 


Synthesizing the variety of complex data sets that have been 
analyzed in this Chapter to arrive at an overall assessment of 
the probable impact of rent stabilization on the owners of multi- 
family residential rental property in Los Angeles is a necessari- 
ly imprecise exercise. Part of the problem reflects the fact 
that the various data sets considered pertain to samples that may 
differ in unknown ways. The SREA and DAMAR data refer only to 
properties that have been sold; the IREM data pertain only to 
larger-scale properties located throughout the metropolitan area; 
the FTB data refer only to rent-stabilized properties owned by 
individuals, not by corporations or most forms of partnership; 
and the data from the special landlord survey refers to proper- 
ties whose attributes may not accurately reflect the underlying 
universe. Because of these differences, some of the information 
acquired from these sources can (and does) vary significantly. 

Yet, despite these difficulties, some broad conclusions do 
emerge. First, although the precise numbers differ depending on 
the measure of return on investment that is employed, the data 
suggest that the adverse effects of rent stabilization on annual 
rates of return was largely confined to the first few years of 
implementation of the program, and that current returns in Los 
Angeles are as high (if not higher) than those in surrounding 
unstabilized areas. 

Second, the analysis indicates that the net loss to the 
City's landlords as a result of rent stabilization has been rela- 
tively small to date, if one considers the entire period 1977-83. 
Los Angeles landlords who sold their properties immediately fol- 
lowing the enactment of stabilization did receive a significantly 
lower rate of return than their counterparts in unstabilized 
areas. HOwever, property values in the City have rebounded from 
the slump they suffered in the first few years of stabilization. 
AVeLage rates of (return Over (the entire post—cstabilizatvonsperiod 


are still below the levels that have been generated in surroun- 
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ding areas, but, because of the recent resurgence in the Los 
Angeles market -- coupled with an apparent lull in surrounding 
areas -- the differential is small and shrinking rapidly. This 
finding is quite consistent with our earlier analysis of the 
financial benefits of stabilization to all tenants taken toge- 
ther, which found that, under the same set of market assumptions, 
these savings were positive but modest. The findings of this 
Chapter confirm that the flow of subsidy from all landlords to 
all tenants, both groups taken as a whole, is now relatively 
small. 

Third, operating costs appear to absorb a larger fraction of 
building income in the City of Los Angeles than they do in sur- 
rounding, unstabilized areas. Although the sample of unstabil- 
ized properties is relatively small, the survey data suggest that 
Operating expense-to-income ratios are almost 10% lower outside 
the City, and the general level of these ratios in stabilized 
properties seems to be confirmed by the FTB data. While the size 
of the differential between the City and surrounding areas may be 
overstated in the survey results, metropolitan-wide data from 
IREM are consistent with lower expense ratios outside the City. 
This finding is also consistent with those reported in Chapter 2. 
If tenants pay below-average rents as a result of stabilization, 
operating expenses will comprise a larger share of landlord 
income. . 

Nevertheless, as a fourth major finding, the data suggest 
that, assessed by most objective criteria, the majority of sta- 
bilized properties seem to be in relatively good financial shape. 
While average rates of return on stabilized properties have until 
recently been below those in unstabilized areas, returns in the 
City have been unfailingly positive, on the average. Similarly, 
while operating expense-to-income ratios in the City appear to be 
higher than in surrounding areas, they are still somewhat below 
the national averages, as reported by IREM (which range 44%-47%). 
Only a few properties report operating losses and, while a much 
higher fraction report a negative cash flow because of financing 


costs, the majority of these properties were purchased after 
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1978. Thus, landlords who acquired their properties prior to the 
implementation of rent stabilization -- and who, presumably, had 
the most to lose -- appear to be in relatively sound overall 
financial condition. 

It must be emphasized that the financial position of the 
City's landlords would have been quite different in the absence 
of Proposition 13. Between 1978 and 1983, average property tax 
per unit fell by about 45% in the City, compared to an estimated 
95% increase in the other components of operating costs. As a 
result, overall operating and maintenance costs increased by only 
36% per year in the stabilized stock, and the ratio of operating 
costs to income declined from 49% to 40%. 

Finally, in reviewing these findings it is important to 
recognize that returns on real estate investments varied enor- 
mously from year to year and were affected by a wide variety of 
economic and social factors in addition to rent stabilization and 
Proposition 13. Prominent among these were the runaway price 
inflation associated with the second world oil shock in 1979, the 
skyrocketing interest rates that characterized the earlier part 
of this decade, and the major revisions in Federal tax law that 
were enacted in 1981. 

Moreover, it may well be that the enactment of rent stabili- 
zation in Los Angeles had some effects on financial realities in 
surrounding jurisdictions because of fear among property owners 
that the policy would spread to their jurisdictions. If this 
perceived threat tended to depress appreciation of property 
values and, thereby, rates of return in these areas, than a 
comparative analysis may understate the actual impact on the 
program of both in-City and outside landlords. No analysis can 
take such possibilities perfectly into account. But the reader 
should bear them in mind in interpreting the data and analysis 


presented herein. 


lnote that for the years 1970-76 data on operating expenses were 
not available for individual properties. Data for those years 
procured from the Institute of Real Estate Management (IREM) were 
used to estimate operating expenses aS a percentage of revenues. 


86 


308 4) ashy ar, fe 
Aakises- 


i9|Jesqnreiget 


Ln y sacle ie = Gotan! lidafea 
vm. 7 Eleessates fii sds Oger stot af sa0m ee 
. jidmen. Jaloment4 
oe 49 bt Onci one DAM4 Osriceik(s= eB tua 3! 
1 992306 avi aaed wved ,» 2baolftal aty3fo 
ve we eG i Sie 3 f pc! i?+jascaey 10 
Lae suri Sil wee sit Vo Fie? ¢sne Iq 
jet ous au ppecprr ics @jo. ang A) -emsssont 8c 
tay BeOadgesr: s! Ai teraqe qQeuvo , 22883 
pas hus ~dootc tiv rilevo> milly Gh. <0 te Sey eal 
s@02. 'o7- ¢€C3 Stl ) fit ' Sveo2 
oe eoteiaill azinis ‘esis yiiesht 
MEMS’ Glartte -£° s\i7u ia: rones 
-~ > fefestiec e700 leony =X >) wlesme 
= @F .Gorsitte % f=icoe Ug es ake 
} e708 waels = . Spacyse4 
tle Sliéw toca «' fa »ioa$%o) 
iam) 06306 265 > Te6F 3 Ss.) now. 
PRASein? Gi @ncielse: 26645 2 6 a8 » ite Se 
i. 7 7 } : pae 64390 
_ Shea sens wita, ae dof ; rio8 
aseni2? no edoetic om ‘A. ited 10) oui 
aera Geese Ydet Bo Seun pe: waa fy a? oni bovesawe 
«f obsoi be ity | zfad4 of beesge (‘4 2644 
io. neiseicetqge saercer! rai r 9 
heen ana? st 1024 ' oe . «¥ 8 fiw 
} soerpatl Smaitwe os deca rehiy ie ' oe 
bh vane vu eto ltadi 46iz: fwté 5 yorg 
ons wen! ,2awegs4 ofai. _fJon) 24> ol win 
fom ¢7eh 5c) on! 23670) : . vets 
‘ ‘ 1 Noes Ie 
prishsege oo als ‘ — ‘5 eden 
ot 0) 6360 ©8612 321/03 a ci. ings 
) Phegeyensnh esares fea : | . ext. besos 
<tdgehit & Ge @\Q5Eneg ke { nn @iakites of ten 


ala 


a 


These percentages are as follows: 1970-51%, 1971-52%. 1972-51%, 
[97 3-49%, 1974-53%, 1975-513, and 1976-53%. Im addition, no 
revenue data were available for properties sold during the year 
1975. Therefore, we interpolated the 1975 revenue estimates 
using the data for 1974 and 1976. 


2Given annual estimates of value (Vt), revenue (Rt), and operating 
costs (0Ct), the current year's pre-tax return on value (rt) is 
calculated as: 


Et = (Rt - OCt + (Vts1 = Vey) ve 


3The estimated differences between rates of return inside and 
Outside the City of Los Angeles test out as statistically signi- 
ficant for the years 1976-81 and for 1983. The absence of sta- 
tistical significance in 1982 and in some of the years prior to 
1976, when the differences appear to have been at least as large, 
is probably due to smaller sample size. 


4a1l1 rate of return simulations presented in the body of this 
Chapter are based on the “high" tax rate assumptions among the 
assortment of such assumptions described in Appendix G. Results 
for the "low" and "moderate" tax assumptions are shown in that 
Appendix. 


SaAfter-tax return on value incorporates deductions for deprecia- 
tion, but not for interest payments. Therefore, tax liabilities 
are positive for both prototypes in all years. 


S6Roughly one-third of the completed survey responses that were 
dropped lacked total expense or income data for 1983, without 
which the analysis could not be performed. The rest either uti- 
lized a different bookkeeping period that could not be rendered 
comparable to the others or contained large numbers of clear 
inconsistencies that could not be eliminated while leaving the 
overall response subject to analysis. 


JUnit averages were derived by weighting the unit costs of every 
property by the number of units it contained. 


879 calculate a J&R increase, the City compares 1977 (or base 
year) NOI, as adjusted upward by 7% per year, with NOI for the 
current year. If current NOI is greater than adjusted base year 
NOI, the property is not eligible for a J&R increase. If current 
NOI is less than adjusted base year NOI, the landlord is eligible 
for an increase sufficient to raise current NOI to the adjusted 
base year level. 


9This assumes that sales prices more accurately reflect market 
value than do landlord estimates. It is possible, however, that 
the Los Angeles properties sold during 1983 had above average 
values, while those sold outside the City had below average 
values. 


l10phese rate of return measures use DAMAR estimates of 1982-83 
property appreciation rates -- 11% inside Los Angeles and 8.5% in 
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llthe inflation rate was derived by taking the average (compounded) 
increase reported by landlords between 1977 and 1983. The income 
lost through vacancies represents the average difference between 
actual and potential income as reported by the 1983 survey con- 
ducted by the Institute of Real Estate Management. 
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CHAPTER 4 
ALTERNATIVE RENT ADJUSTMENT FORMULAS 


The two previous Chapters have examined the impact of the 
present system of rent stabiliation on the city's tenants and 
apartment owners. This Chapter considers some alternative rent 
adjustment formulas that we were asked to test, and estimates 
their impact on landlords, on tenants, and on City tax revenues. 
We also report the projected effects of two possible modifica- 
tions of the current system of vacancy decontrol that we were 
asked to examine. The first modification would extend the rent 
adjustment guidelines to vacated (as well as continuously occu- 
pied) apartments. The second would impose a 10% cap on any in- 
crease in the rent charged for a vacated unit at the time of 
turnover. 

The Chapter begins by describing a Price Index of Operating 
Costs (PIOC) that can be used to relate allowable rent increases 
to increases in operating and maintenance costs. The second 
section compares this cost-based Index to a number of alternative 
rent adjustment formulas, including: (1) the all-item Consumer 
Price Index (CPI) for the Los Angeles metropolitan area; (2) a 
fixed proportion of the CPI; (3) the non-shelter component of the 
CPI; (4) a rate-of-return based formula, tied to mortgage inter- 
est rates and the return on tax exempt bonds; and (5) the current 
ceiling of 7% (plus any applicable allowance for rent-financed 
utilities) on the annual increase in the rental charged for an 
unvacated unit. The third section of the Chapter considers 
modifications to the current system of vacancy decontrol ~) whale 


the fourth examines a system of differential rent adjustments 
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designed to gradually reduce current differences in rents among 
tenants of different lengths of tenure. The final section 


summarizes the strengths of the formulas tested. 
4.1 Constructing An Index of Operating Costs 


One of the principal objectives of this study is to develop 
an index of operating costs that could be used to establish rent 
adjustment guidelines that compensate Los Angeles landlords for 
annual increases in building operating and maintenance expendi- 
tures. This section summarizes how data obtained from the land- 
lord survey have been used to develop such an Index. (The full 
technical detail may be found in Appendix H.) The section then 
compares the Index values derived from the landlord survey to 
comparable statistics constructed from the IREM and FTB data 
bases described in the preceding Chapter. 

The cost-based Index developed herein requires three differ- 
ent types of data. First, one must have information on the an- 
nual changes that occur in the prices of a number of building 
inputs (@€.g., taxes, electricity, wage rates, etc.) <) Second, one 
must develop a series of weights that can be used to combine 
these various price changes into an overall index of operating 
and maintenance costs. And third, one must estimate an appropri- 
ate ratio that can be used to translate changes in operating 
costs into allowable rent increases. Such a ratio should reflect 
the share of operating and financing costs in total building 
income. 

We began by using data obtained from the landlord survey to 
derive the basic parameters of a cost-based rent adjustment for- 
mula. Expenditure weights were constructed for the sample as a 
whole, as well as for a variety of building types defined by 
Size, location (LMPA), and utility inclusion. “Sources. for meas= 
uring annual changes in the price of operating inputs were then 


identified and the 1984 Index of Operating Costs (PIOC) was 
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derived. Finally, we compared the expenditure weights and oper- 
ating costs-to-income ratios that were derived from the landlord 
Survey to comparable statistics constructed from the IREM and the 


FTB data. Each step will be described in very summary form here. 


a2. the Expenditure Weights 


Exhibit 4-1 presents the expenditure weights that were 
derived from the landlord survey. The figures in parentheses 
represent the standard errors of the estimated weights. The 
first column in the chart presents weights for the sample as a 
whole; the next two columns present weights for buildings in 
which the tenants pay utilities and weights for buildings which 
are "master-metered." Note that master-metered buildings refer 
to those in which the landlord pays the entire gas and/or elec- 
trical bill. Such properties are currently eligible for vanpextra 
1$-2% rent increase, 

The estimated expenditure weights reflect the relative im- 
portance of various types of building expenditures in total oper- 
ating and maintenance costs. The weights were derived by taking 
the ratio of expenditures in a given category (e.g., taxes) to 
total building costs. Seven basic components are considered, 
including (1) salaries and wages; (2) utilities; (3) management 
and administration; (4) parts and supplies; (5) contracted main- 
tenance; (6) taxes and fees; and (7) property insurance. Utili- 
ties are further broken down into expenditures on gas, electric- 
ity, and ‘water and sewer. 

The expenditure categories with the largest weights in the 
sample as a whole are utilities (0.224), contracted maintenance 
(0.217), and salaries and wages (0.185). Property taxes repre- 
sent about 16% of operating costs, while the weights attached to 
insurance, parts and supplies, and management.and administration 
are between 6.5% and 8%. The share of utilities and salaries is 
considerably higher in master-metered buildings, where expendi- 
tures on gas alone amount to 18% of operating costs. While the 


weights associated with management and insurance are roughly the 
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EXHIBIT 4-1 


BREAKDOWN OF EXPENDITURE WEIGHTS 
BY UTILITY INCLUSION: LOS ANGELES ONLY 


Tenants Landlord 

All Pay Pays 

Buildings Utilities Utilities 

Salaries Oleg Wests) Ons 2s ORNZ 89 sx 
Utilities Og AWE ORZ09 OZ 4 
Electricity 0.074 0.084 0.059 
GOLLY) (2033) 
Gas ORVIEES OO 7 Oe SI 

Water & Sewer OnO34 0.048 ** OR OMS Ss 
Management & Administration Ors 0.079 0.067 

Parts & Supplies 0.965 0.077*** 0.040*** 
Contract Maintenance Oe AM 0.248 ORS Ss 

Taxes & Fees Os 1LSys OR 4 As O0.124*** 
Insurance 0.078 OOS: 0.068 


fies Figures are statistically significantly different at the 95% level 
of confidence. 


«** Figures are statistically significantly different at the 99% level 
of confidence. 
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same, the weights associated with parts and supplies, contracted 
maintenance, and property taxes are lower in master-metered 
buildings. 

Exhibit 4-2 presents expenditure weights derived for a num- 
ber of additional property types defined by (1) building size; 
(2) residence of owner; (3) date of purchase; and (4) LMPA. All 
data refer to buildings in which the tenants pay utilities.) ine 
weights depicted in the Exhibit are the ones employed in subse- 
quent analyses of the impact of the different formulas on various 
types of property owners. Due to small sample size, comparable 
breakdowns have not been derived for buildings which are master- 
metered. 

In general, smaller buildings tend to spend proportionately 
less on salaries, utilities, and administration, and proportion- 
ately more on parts and supplies, insurance and property taxes. 
Salaries also represent a relatively low proportion of expendi- 
tures in owner-occupied buildings, while the weights assigned to 
parts and supplies and insurance are relatively high. Although 
expenditure weights do not vary dramatically by date of purchase, 
properties that were acquired since the enactment of rent stabi- 
lization tend to spend proportionately more on taxes and manage- 
ment fees, and proportionately less on utilities. 

Expenditure weights also appear to vary by LMPA, although 
the standard errors are often relatively large because of the 
small sample size in some Areas. The share of property taxes is 
highest in LMPAs #5 and #4, and lowest in LMPAS #2 and #3, a 
pattern that mirrors variations in property values. Utilities 
ranged from 17% to 25% of total building costs; management fees 
and parts and supplies from 3% to 12%; and property insurance 
from 6% to 10%. With the exception of LMPA #6 (which had only 
six properties reporting), the weights associated with salaries 
and contracted maintenance did not vary significantly by geo- 


graphic area. 


O2 


AGE: Bee Siaeg API bei vi too spolve Sh Hee 


eum ht aev0/) 22s Fonar FFe' eno’ s aoiades Arem 
_ . 


,cenvticed 


ipa pinpine neutiBbnotke eiee2es4 f=) 24 O7%ua 


Las} ve ten:teb seqy¢s Yaeqcrs Bie to. ear 

Seesdatec to. apa £7. +207" ' > + » (9 

_ ; i. 

‘iat asagiies gi S| y ¥) a Z ie 4 Fn i ‘4 ol 7 “75 tT Py wf 
. 


ie Gene Sid Ate 8Adhiins & ni hase lqeb, ettpiecy 
dhasatiib sO) Bo towne! « ; esey lank Jiens 
¢ sinuse fidee 64 G02 at ae reget Ta 
epirStivd 202 Cevigeb raed san “ye awoowesizt 


ee O39 Ga57 apetitipe 12! Ps te wehdc ‘ 
gL b734 Lal mds at .cutriire =oiaqalee iy eaal 
is GSRRtrant ,avi layer Pax = 10 S¥eu.’ 
ge wet glevidatss © dose (é- melee 


a etitw geernetcat iG CS ('a0S3H » — Sen hs 
MiASIet ash sacercaw! | é rqen2 fine ‘a4EaS 
Giievizem if ¥ Jo } if : 4 Msp AGS 


a 


yt eras torts C—O err vt 2 2e4- 
Pe hs - ; 
= | o.68y Tiare att 1eors nye iyie ‘Lit: 
ia a Peels ig 26 seef Pls! nnsisacdqes, & cee? hte 
5 MU? o¢! wisy (2 s60906 @8d9, Cito 1 og 
ee jamed Servi! viavizgnis: netic 2 Ptas9e@ Baatance ect 
Wager, 25 oteile sh? sche sA amy 1 leftien 1 tea 
Tae G6 eA0ML wi desuve! tee .h4 | are 
aint Oe lev yetaqos4 G2 tie idnirs | ei’ wed len 
pps qaveor pwuibbiud lase: : oft 2! ped?) Senay 
nae ySenqosy Mine 7451 62 | ) iaGis Bie 4 a 
aye Vaal Pattw) 24 FAM1 $0 Acitge=» ‘ ae th weed 
i a ; apis teletoaase et pi ew on (Onis — S 


~ 


a So wisneoltingizn Yire for Sit 2 | 6 2sae> 


6 a 


Salaries 


Uitsigleieeivels 


Electra city 


Gas 


Water & Sewer 


Management 


Building Size 


0.065 


0.166 


0.012 


0.108 


0.056 


6-11 
Units 


0.084 


0.234 


0.076 


0.075 


0.082 


0.060 


L2+ 
Units 


0.185 


0.214 


0.102 


0.101 


0.011 


0.097 


EXHIB Ei? 


1983 EXPENDITURE WEIGHTS BY BUILDING AND LANDLORD TYPE 
(EXCLUDING MASTER-METERED BUILDING) 


LMPA Residence of Owner Date of Purchase 
| | 
| On Off | Pre- Post- 
#1 #2 #3 #4 #5 ito Site Site 1978 1978 
| | 
0.162 0.141 0.114 0.142 0.124 0.028 OUT - 140 | allay? ~ 134 | 
| | 
One z eZ 0.214 0.248 Oke lays Oy oes) CR LUIS BECOIZ. .209 | ave s'3' - 168 | 
| | 
22 066 103 058 076 -056 | 073 - 086 | 096 065 | 
| ; 
| -042 - L06 - 084 -076 -O8Ll -049 SOS) - 080 | 079 O72 
| | 
| 047 042 060 - 038 026 woo} OMS -043 | -058 O31 
: | | 
| | 
| O61 034 HOS) E09) 084 082 -054 ~082 059 cise? 
av ceca SAS Ne A ens SE eee ee ee es eo ee ee | 
| 


Parts & Supplies 
Contract 
Maintenance 


Taxes 


Insurance 


0.108 


O29 


0.243 


0.103 


0.063 


O23.E5 


0.163 


0.081 


0.071 


0.211 


0.150 


0.072 
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4.1.2 The Price Data 

Exhibit 4-3 identifies the types and sources of data that 
can be used to track price changes for each of the major compo- 
nents of building expenses described above. All of this informa- 
tion is available from secondary data sources, and can be easily 
updated from year to year. Wherever possible, prices are meas- 
ured on an October-to-September basis. However, in some instan- 
ces, an alternative reporting period must be employed. A more 
detailed description of the data sources is presented in Appendix 
ie 

One major area of concern is the treatment of property 
taxes. As part of this analysis, we examined information on the 
aggregate assessed values of multifamily residential properties 
in 1982, 1983, and 1984. Analyses of these data revealed an 
average annual tax increase of about 8 % (see Appendix H). How- 
ever, Proposition 13 limits tax increases in buildings that do 
not turn over to 2% per year. As a result, using the 8% average 
to construct the cost-based Index would overcompensate the vast 
majority of City landlords who have not acquired their buildings 
during the Current period. Thus, the 2% maximum has been em- 
ployed for purposes of this analysis. 

Exhibit 4-4 presents information on price changes that have 
occurred since the enactment of rent stabilization. It shows 
that the prices of natural gas and water and sewer have increased 
most rapidly over the period, although the rate of inflation in 
the price of gas has dropped significantly in the last 12 months. 
Prices rose least rapidly for parts and supplies and building 
insurance. Two building inputs -- electricity and parts and 
supplies -- experienced a price decline in the most recent year, 
although the long-term rate of increase for electricity was rela- 
tively high. The Exhibit “does not include price data foreprop— 
erty taxes which, as we have seen in the previous chapter, actu- 
ally declined over the period examined. However, in the analysis 
which follows, we shall assume a 2% property tax increase in 


future years. 
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EXPENDITURE CATEGORIES AND SOURCES OF PRICE DATA 


Expenditure Category 


Salltatrmcers 

Verlities = Electric 
Gas 
Water 
Sewer 


Management and Admin. 


Parts and Supplies 


Maintenance and 
Repair Services 


Taxes and Fees 


Insurance 


EXHIBIT 4-3 


Source of Price Data 


M&M Community Wage Rate 
Survey: 


cents per unit from DPW 


cents), persuni tetromyPactmie 
Lighting 


cents per unit from DPW 
eents per unit from City 


All=l.tem ‘CPL for 
Los Angeles 


CPI (West) maintenance and 
repair commodities 


CPL (West) maintenance and 
repair Services 


2 percent per year 


Dodge Building Cost Index 


L 


Period Covered 


July - July 


June - May 
January - December 
June - May 


October - September 


October - September 
(12-month average) 


October - September 
(12-month average) 


October - September 
(12-month average) 


September - September 
(point estimates) 


1. See Appendix H for a detailed discussion of these sources. 
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EXHIBIT 4-4 


TRENDS IN THE PRICE OF BUILDING INPUTS: 1977-1984 


Annual Price Changes Compounded 
% Change Annual Rate 

Expenditure Category OWT 1978 SSV7AS) 1980 1981 1982 1983 1984 1983-1984 1977-1984 
Salaries and Wages! 5.90 6.51 6.63 7.24 8.36 9.09 oy, 10.29 4.04 8527 
Utilities 

Electric? $55.) 4.01 4.24 5.08 Syn US) 6.43 6.06 5.83 -3.80 8.15 

Gas’ 187.48 OBIS SIs: 257.06 340.51 357.16 451.93 580.16 606.61 4.56 18.26 

Water and Sewer? «4159 -5074 - 5063 5349 ~ 7894 - 8806 9851 Lal3o3 ae aS 15.44 
Management and 

Administration* 100.00 106.90 116.96 135.44 149.69 161.73 164.10 171.00 4.20 eo 
Parts and Supplies? 100.00 102.06 109.02 120.63 132.10 136.37 138.40 PS 7287 -0.38 4.70 
Maintenance and 

Repair Services” 100.00 103.28 HELL GRIP Lz 5550)7 138.67 151.60 155.87 166.12 6.58 i} sey 
Lnsurance® 1045.5 1123.8 PTO P3124 1457.2 1507.0 1506.1 1529.8 1.57 799 


M&M Community Wage Rate Survey for Los Angeles County. Figures for 1977 to 1983 are weighted average rates reported for general maintenance 
workers, which do not account for changes in the group of firms reporting. 


The 1984 figure is calculated based on a 4.0% increase for this category of worker taken from the two-year constant participants information 
provided in the 1984 edition of the survey. 


City of Los Angeles, Department of Water and Power. Average rates: cents per KWH for electric and dollars per 100 cu. ft. for water. 
Sewer charges are based on water usage and reflect a weighted average of residential and commercial rates. 


Pacific Lighting Corporation, 1983 Annual Report. Average rate, cents per 1,000 cu. ft.; 1984 figure is preliminary. 
All-Item CPI for Los Angeles. 


CPL for all urban consumers. Annual averages (Oct. - Sept.) for Maintenance and Repair Commodities and Maintenance and Repair Services, 
western region. 


Dodge Building Cost Index for U.S. and Canadian cities. 
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trae eae Contructing the Index 


The price data presented in Exhibit 4-4 can be combined with 
the estimated expenditure weights to produce an Index which meas- 
ures the overall increases in operating costs within a given 
period. Specifically, each price change can be multiplied by the 
weight which reflects that item's share in overall operating and 
maintenance costs. For example, if electricity represents 8% of 
the average building's operating and maintenance expenditures, 
changes in electrical rates will be weighted by 0.08. Summing 
the weighted price changes across the various items priced pro- 
duces an "“all-item" Index of operating costs that reflects the 
actual composition of expenditures for buildings in the Los 
Angeles market. 

Exhibit 4-5 derives such an Index for the 1983-84 period. 
The first column presents the estimated expenditure weights for 
buildings in which the tenants pay utilities. The next column 
presents the price change that occurred between 1983 and 1984, 
while the third column presents the results when one multiplies 
the price changes by the expenditure weights. Summing these 
products over all the expenditure items produces an Index which 
measures the average annual cost increase that was experienced by 
Los Angeles landlords in these years. According to these esti- 
mates, this increase was about 3.7%, or a rate of increase some- 
what below the rate of inflation as measured by the all-item CPI 
(4..2%)% 

The 3.7% estimated cost increase refers to the average 
building in the stabilized stock. In fact, however, as noted in 
a previous section, the relative importance of the different 
expenditure items varies by location and by building type. As a 
result, the overall cost increase will also vary. Exhibit 4-6 
displays the breakdown by these variables. The first column pre- 
sents the estimated 1983-84 cost increases by building size and 
LMPA. These figures were derived by assuming the same price 
inflation that was estimated Citywide, but allowing the underly- 
ing expenditure weights to differ. Thus, buildings that spend 


proportionately more on items that experienced the highest rate 
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EXHIBIT 4-5 


CONSTRUCTING THE 1983-84 PLOC 


1983-84 
Expenditure Price 
Weight Change (%) Product 
Sailtamines Oran esi: 4.04 Oe DSS 
Uitiesiacares 
Electricity 0.084 =3 80 lO Jess 39 
Gas 0.077 4.56 On SIL 
Water & Sewer 0.048 LB) 5.345) Oso UBu 
Management & Administration x 0.079 OSE 7A0) Oe ee 
Parts & Supplies DOr -0.38 -0.029 
Contracted Maintenance 0.248 5 SS ero Si2: 
Taxes * Oe We 2200 0.348 
Insurance ORO io SH Ona 
Overall Price Increase Bo ff WO es 


* As indicated in Appendix H, if we used IREM data for management and 
administrative costs and an 8% change in proverty taxes the result would 


have been 5.388%. 
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EXHIBIT 4-6 


ESTIMATED COST INCREASE BY BUILDING TYPE AND LMPA 


All Los Angeles Properties 


Master-Metered 
Not Master-Metered 


Number of Units 
1-5 Units 
6-Ll Units 
12 or More Units 


Owner Occupancy 


Owner Lives on Property 
Owner Lives Away 


Time of Purchase 


Before 1978 
After 1978 


LMPA 


OD Uy CoS 


1983-1984 
Price 


Increase 


Average 

Annual 
1977-1984 

Increase 


8.0% 


7.6% 
Vie 07 


6.8% 
~9% 
Ht olowh 
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of inflation should have the highest cost increase, while build- 
ings that spend proportionately less should have the lowest over- 
all increase. 

Exhibit 4-6 also presents estimates of the “average” annual 
cost increase incurred between 1977 and 1984. These "long-term" 
estimates are designed to reflect price trends that are perhaps 
more typical of the entire rent stabilized period. They were 
derived by using current expenditure weights, which again dif- 
fered by LMPA and building type. However, instead of 1983-84 
price trends, we used the average annual price increase that 
occurred between 1977 and 1984 (the last column in Exhibit 4-4). 
Thus, the long-term price trends are designed to see if differ- 
ences (or similarities) by LMPA or building type are unique to 
the current year, or have been fairly constant over the entire 
period of rent stabilization. 

The most striking aspect of the Exhibit is the pattern of 
pronounced differences in cost increases when based on short- 
term, aS against longer-term price trends. While costs increased 
by about 3.7% in the last year, the “average" rate of increase 
over the entire rent stabilized period was about twice as high 
(8%). This finding reflects the double-digit inflation that 
occurred iny thevearly  L9s0s, 

As is evident from the Exhibit, the estimated 1983-84 price 
increase was relatively constant by building type and location, 
despite observed differences in the expenditure weights. The 
only significant differences were found among different size 
properties, where the estimated cost increase ranged from about 
4.3% in smaller buildings down to 3.2% in butidings withe 2 oc 
more units. The primary reason for these differences was the 
relatively large rate increase for water and sewer service (15%) 
that occurred between 1983 and 1984. Since such expenditures 
make up almost 11% of total costs in smaller buildings -- com- 
pared to only about 1% of costs in larger ones -- this rate in- 


crease had a large impact on overall trends when arrayed by 
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building type. Note that, if calculated on the basis of long-term 
price trends, smaller buildings typically experienced a lower 


Late of ancrease. 


eee Deriving a Ratio to Relate Costs to Rents 
The last step in the derivation of a cost-based rent adjust- 


ment formula is to calculate a ratio that can be used to relate 
changes in costs to allowable changes in rent.2 The issue of the 
"appropriate" ratio to apply is inherently subjective, and re- 
flects a judgment on the extent to which net operating income 
(defined as the difference between gross rental income and total 
operating and maintenance costs) should be allowed to increase 
over time. 

Following consultation with the Citys Rent Stabriazatzon 
Division, we have employed an approach that will maintain the 
"real" value of the building's cash flow (defined as net operat- 
ing income minus mortgage payments).3 This type of formula would 
indemnify owners against annual changes in operating costs, while 
at the same time protecting their profit margins (absent subse- 
quent changes in the financing of the property). 

As noted in an earlier section, the overall operating cost- 
to-income ratio was 43% in the landlord survey. However, for 
buildings in which the tenants pay utilities --which is the basic 
sample which has been used to derive the cost-based index -- the 
ratio was 41%. The ratio of pre-tax cash flow to building income 
was 17% for the survey sample as a whole as well as for the sub- 
set of buildings in which the tenants pay utilities. Finally, 
the increase in the all-item CPI was 4.2% between 1983 and 1984 
(based on a 12-month average of the index value, beginning in 
October and ending in September). Thus, using the parameters 
derived from landlord survey, the formula given above would yield 


an allowable rent tncrease Of (2.253% for thay vyear.4 
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4.1.5 Alternative Estimates of the Index Parameters 

The above standard was based on data derived from the land- 
lord survey. Since the sample was relatively small, the esti- 
mated cost parameters could prove to be biased or unreliable. 
Accordingly, it is important to compare the Index derived from 
the landlord survey with comparable statistics obtained from 
other sources. 

This is accomplished in Exhibit 4-7, which presents expendi- 
ture weights and expense-to-income ratios that have been derived 
from the IREM and the FTB data. Unfortunately, neither data set 
allows the same level of disaggregation of costs that was possi- 
ble with the landlord survey. However, it is possible to con- 
struct expenditure weights based on four main components of oper- 
ating costs: utilities, taxes and fees, insurance, and ali other 
expenses combined.5 Note that the FTB data have again been 
weighted to reflect the underlying distribution of properties by 
LMPA and building size. 

The Exhibit shows that the FTB and landlord survey data 
yield roughly comparable expenditure weights. While the weights 
associated with utilities, taxes, and insurance are all somewhat 
lower in the FTB sample, the differences are relatively small. 
The expenditure weights derived from the landlord survey can be 
used to derive composite price increases for the items included 
under "utilities" and "other expenditures."6 Using these compos- 
ite price increases, along with the FTB expenditure weights, 
produces an overall operating cost increase of 3.8%. This esti- 
mate is virtually identical to the one derived from the landlord 
survey (3.7%). 

The operating expense-to-income ratios are also about the 
same when based on either the landlord or the FTB data. However, 
the ratios of cash flow to building income are considerably dif- 
ferent, depending on the data base employed. As noted in the 
previous Chapter, financing costs in the landlord survey include 
both interest and principal payments, while the FTB data include 
expenditures on interest alone. Naturally, the ratio of financ- 


ing costs-to-building income is thus higher in the landlord sur- 
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EXHIBIT 4-7 
COMPARISON OF EXPENDITURE WEIGHTS 


Landlord Survey! 
All Large 


REM? ETB: Buildings Buildings 
Utilities On 22 Op orl 0.209 0.214 
Taxes Whoa Baas 0.163 OG Gel 5G 
Insurance 0.043 0.070 0.081 Os 07.2 
Other Expenses 0.617 0.586 OOo 0.564 
Operating Costs- 0.38 OFa2 0.41 <4) 
to-Income Ratio 
Cash Flow-to-Income N/A 0.24 Oaky ys) 


Ratio 


Weights are for buildings in which the tenants pay utilities. 


The LREM data reports median square foot costs by a number of 
building components. Not all buildings report costs in every 
category, particularly in the case of utilities. As a result, 
aggregate expenditures on a given item in a given building type had 
to be estimated by multiplying the reported square foot costs by the 
product of two variables: (1) the total amount of square feet in 
the sample for the building type; and (2) the proportion of 
buildings reporting the particular expenditure item. 
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vey, making the cash-flow-to-income ratio relatively low. Again, 
the decision as to the appropriate ratio to use is inherently 
Subjective, depending upon whether or not one wishes to allow 
“payments to equity" to increase with inflation. 

Differences between the expenditure weights that are derived 
from the IREM data and those based on the landlord survey are 
more pronounced. While the weights associated with utilities are 
virtually the same, the weights associated with taxes and insur- 
ance are considerably lower in the IREM sample. Nevertheless, the 
composite price increases for utility and other expenses, along 
with the estimated IREM weights, yield an overall price increase 
of 3.9%. Again, this is about the same as overall operating cost 
index derived from the landlord survey (3.7%). The expense-to- 
income ratio is also consistently lower in the IREM data. How- 
ever, aS discussed in a previous! Section, this d vrterenceumay 
reflect the fact that the IREM data cover the entire metropolitan 
area. 

On the whole, the consistency in the estimated parameters 
that have been derived from the various data sets is reassuring, 
and should make one reasonably confident that the cost-based 
Index described herein would do a relatively good job of tracking 
trends in building costs. The only major discrepancy between an 
index based on the landlord survey and one using the FTB data is 
in the cash-flow-to-income ratios, which relates more to the 
definition of “building cash flow™ than to the nature of the 
underlying samples. In the analysis which follows, we have used 
the 17% ratio that was derived from the landlord survey. This 
ratio holds the equity payment constant over time, but allows 
remaining cash flow to increase with inflation. The formula 
could be easily modified should an alternative approach be deemed 


more appropriate. 
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4.2 Comparing the Impacts of Alternative Rent 


Adjustment Formulas 


This section compares several options to the current rent 
adjustment ceiling, and estimates the relative impacts of the 
different formulas on tenants, landlords, and government tax 
revenues. We begin by defining the optional formulas and examin- 
ing the annual percentage rent increases that each would have 
allowed in the period from 1977 to 1984. Next, we estimate the 
impact of alternative formulas on Los Angeles tenants, focusing 
on changes in rents and rent-to-income ratios, and grouping 
households by income, race, age, size, length of tenure, building 
Size, and location (LMPA). The analysis then turns to the impacts 
of alternative formulas on landlords, estimating changes in net 
Operating incomes by date of purchase, owner residence, building 
size, and location (LMPA). Finally, we estimate the net effects 
of alternative formulas on tax revenues. 

Throughout this section, the analysis deals with the rela- 
tive impacts of different formulas. We have not been requested 
to simulate comparable outcomes in an unregulated housing mar- 
ket. In addition, our estimates of rents, incomes, and operating 
costs all represent projections only one year into the future. 
While we employ both current and historical price trends in mak- 
ing these projections, we are not forecasting the long=term, 
cumulative effects of alternative rent control formulas. 

Finally, all of the rent adjustment formulas considered in this 
section retain the existing system of vacancy decontrol. Alterna- 


tives to vacancy decontrol are addressed in a subsequent section. 


4.2.1 Alternative Rent Adjustment Formulas 
Six different rent adjustment formulas have been considered 


in this analysis. The formulas are described below: 


* Seven Percent. The first formula would continue the 
current system, and allow rents in buildings where ten- 
ants pay itheir own, utilities to increasesby. 7¢e@anyear. 
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* CPI. The second formula would allow rents to increase 
annually by the percentage change in the All-Item Con- 
Sumer Price Index for the Los Angeles Standard Metropoli- 
tan Statistical Area (SMSA), averaged over the October to 
September period. 


* Non-Shelter CPI. The third formula would allow rents to 
increase by the percentage change in the non-shelter 
component of the Los Angeles CPI. (This formula attempts 
to avoid any feedback from one year's rent adjustment 
allowance to the subsequent year's CPI.) 


* Percent of CPI. The fourth formula would allow rentsguc 
increase by a fixed fraction of the change in) the Ale 
Item CPI, where the fraction represents the average ratio 
of operating costs and cash-flow to building income. 
(This formula attempts to compensate landlords for 
changes in operating costs and for the effects of infla- 
tion on the real value of cash-flow, while recognizing 
that financing costs typically do not changes Ines ana— 
lord survey yields an operating cost-to-income ratio of 
41% and a cash flow-to-income ratio of 17%. Therefore, 
this formula would allow rents to rise by 58% of the 
CPI.) 


* Cost-Based Index. The fifth formula would relate rent 
increases to actual changes in operating costs, and pro- 
tect landlords' cash-flow from inflation. However, it 
would not compensate landlords for fixed financing ex- 
penses,. (This formula was discussed at length in the 
previous section, and represents a weighted average of 
the CPI and the estimated PIOC.) 


* Fair Rate of Return. The sixth formula would allow rents 
to increase enough to yield a "fair" rate of return to 
investors. In particular, it assumes that the pre-tax 
return on value should be equal to the weighted average 
of the current mortgage interest rate and the interest 
rate on low-grade (Baa) municipal bonds. The weights are 
designed to reflect the typical share of debt and equity 
for a newly financed property, which are assumed to be 
80% and 20%, respectively. (The underlying premise be- 
hind this formula is that expected returns to investors 
should be sufficient to attract new capital” from cther 
uses, as well as to maintain existing investments.) 


The sixth, or Rate of Return formula behaves very differ-— 
ently from all of the others and 1s therefor treated in the fol-— 
lowing section. 

Exhibit 4-8 presents the percentage increase in rents that 
the first five formulas, Jf put, in place starting in’ 1977-73), 
would have allowed in each year from 1977 through 1984. Note 
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EXHIBIT 4-8 


ANNUAL PERCENTAGE RENT ADJUSTMENTS UNDER 
ALTERNATIVE FORMULAS 


Fixed Full Partial 
Adjustment Inflation Adjustment Inf lation Adjustment 
All- 
Item Non-Shelter Cost- 
VE CPL CPL A C210 Based 

1977-78  sOWO#F 6.90% (5 USA, 4.007% Sw koy 4 
1978-79 OOK 9.41% 8.90% SothO#F LOM 
1979-80 H GOOK WSO“ LA EN Oe eA WV o@BH 
1980-81 7 oO LO SAA 8) 3 SILA Creo, 5 HLA 
1981-82 Ls OO#K SrOay4 Vo 3d ih SUA, (b, OV 
1982-83 Hs QOX Lo&HZ 5 NOL Os Ba 2s US. 
1983-84 Lo OOF he. WOK Sr Oly, De aye Ps PRO, 


Ave. Annual 
Increase Ht a OXO) 71397 Hoo 4.64 4.48 
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that in making these calculations the expenditure weights, the 
Operating expense-to-income ratio, and the cash-flow-to-income- 
ratio have all been held constant. Only the CPI and price terms 
have been assumed to vary from year to year. While expenditure 
weights and expense-to-income ratios can (and do) vary over time, 
there was no way to reconstruct their historical values. Never- 
theless, the data should provide reasonable estimates of the 
relative movements of the different indices.7 

The first major finding that emerges from the Exhibit is 
that the various adjustment formulas tend to move together, and 
are, in fact, highly correlated. By definition, the percentage 
CPI formula yields adjustments that are always exactly 58% of 
those allowed under the full CPI formula. In addition, the cor— 
relation of these two formulas with the Non-Shelter CPI formula 
is 98%, while their correlation with the Cost-Based Index formula 
is 95%. The correlation between the Non-Shelter CPI formula and 
the Cost-Based Index formula is 97%. 

The fact that the indices are highly correlated reflects the 
fact that building costs have tended to move with the overall 
inflation rate. However, a high correlation between the various 
indices does not imply that they would produce the same allowable 
rent increase. In the broadest terms, the various indices can be 
divided into two distinct groups: those which move with general 
economic trends and those that are fixed over time. Only the 
current adjustment formula (the 7% ceiling) falls into the latter 
category. 

Among the inflation-sensitive indices, those based on the 
CPI and the non-shelter component of the CPI represent a "full 
inflation" pass-through. The cost-based index and the “percent 
of CPI" formula, on the other hand, contemplate that mortgage 
interest and principal payments are relatively constant over 
time, and compensate landlords through rent increases for only 
the variable components of building costs. The resulting rent 
increases are thus about 40% lower than the ones derived from 


either the all-item or non-shelter component of the CPI. 
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As to the workings of thervexisting formula, the Bxnibie 
shows that inthe first yearn, of rent stabilization (1973) 7s ene 7% 
standard matched the CPI. However, in the next four years, the 
increase in the CPI exceeded 7%, with the differences most pro- 
nounced in 1980 and 1981. Then, infPation “abated, andmtnes,« 
Standard has been significantly above the CPI (as well as the 
other indices) in recent years. For the most part, the CPI and 
the non-shelter CPI indices yield roughly comparable rent in- 
creases every year. However, the increase in the CPI has typi- 
cally been about 0.5% higher than the increase in the non-shelter 
CPL, suggesting that housing «cost inflatiom has typveallvee 
ceeded inflation in other components of the basket of goods and 
services that is used to track general price inclationy 

It will be noted that the rent increases yielded by the 
"percent of CPI" and cost-based indices are remarkably similar, 
and well below the increases suggested by other formulas. The 
fact that the indices move together suggests that variations in 
building operating and maintenance costs have typically tracked 
variations in the overall rate of inflation. The reason that the 
two indices produce allowable rent increases that are signifi- 
cantly below the other formulas is that, in effect, both formu- 
las set the standard at about 58% of inflation, rather than wae 
the full inflation rate. 

The cumulative effect of these different formulas over the 
1977 to 1984 period is illustrated in Exhibit 4-9, which tracks 
the history of a hypothetical rental unit, assuming no turnover, 
an initial rent of $100 and a maximum allowable increase in rent 
each year under each formula. Under these assumptions, the 1984 
rents achieved under the current 7% ceiling are almost identical 


to those that would have been produced if the non-shelter CPI had 


> 


been used as a ceiling, and marginally below those that would: | 
have been produced with the all-item CPI. Thus, although allow 
able increases in a given year would have been quite different, 

the net effect to date would have been much the same. In con- 
trast, if either the "percent-of-CPI" or the “cost-based index" 


had been implemented, the rents paid by tenants who did not move 
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EXHIBIT 4-9 


CUMULATIVE RENT ADJUSTMENTS UNDER ALTERNATIVE FORMULAS 


Fixed Full Partial 
Adjustment Inflation Adjustment Inf lation Adjustment 
All- 
Item Non-Shelter Cost- 
Lh Chr GEA 7 leit Based 

1977 $100 $100 $100 $100 $100 
1976 $107 SLOy $106 $104 $104 
1979 $114 Sry $116 $110 $109 
1980 S23 SWS, $130 SZ0 ssw ES Wy) 
1981 od S150 Sa2 S27 $125 
ESR}? $140 S162 Salis Sales 3 S131 
1953 $140 $164 Silos $134 Si33 


1984 $161 SNA $164 S137 $136 
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during the period would have been about 16% below both their 
current levels and the levels. that would have resulted irom 


either the all-item or the non-shelter CPI. 


4.2.2 The Rate of Return Formula 

The Rate of Return formula requires special consideration 
for several reasons. First, any attempt to link allowable rent 
increases to a "fair" rate of return raises the fundamental ques- 
tion of what level of return might be considered "fair." In 
conjunction with the City and its project Steering Committee, we 
considered several alternative definitions of a "fair" rate of 
return before implementing this analysis. One option was to 
adopt an average historical rate (possibly from the pre-rent 
Stabilization period) as the "fair" rate to be maintained in the 
future. The primary drawback of this approach) ls ethatmmag.ce 
conditions fluctuate over time, with returns on competing invest- 
ment opportunities rising and falling. A fixed) “faire eratcuoar 
return would be too low to attract new investment during some 
years and would be excessively high relative to competitive op- 
portunities in other years. 

Thus, to maintain a flow of investment into real estate, 1c 
seemed reasonable to define a "fair" rate of return that varied 
with the shifting rates of return offered by competing opportuni- 
ties. Moreover, since real estate involves both debt and equity 
investment, it was agreed that total return on value to real 
estate should be viewed as a weighted average of return on debt 
(i.e., the mortgage interest rate) and return on equity. The 
last outstanding problem was to identify a published interest 
rate that corresponded, both in terms of risk and in terms of tax 
benefits, to equity investment in real estate. Low-grade munici- 
pal bonds (Baa) were selected because they are somewhat risky and 
yield tax-free income. An alternative was the interest rate on 
second mortgages, which do not enjoy the full security interest 


of first mortgages. 
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In implementing any fair rate of return formula, the calcu- 
lation of each year's allowable percentage rent increase depends 
upon the rate of change in operating costs and the rate of appre- 
Ciation of property value. Specifically, such a formula requires 
that one find the rent increase that makes the pre-tax return on 
value equal to a weighted average of the mortgage rate and the 
yield chosen as a standard, in this case the current return on 
low-grade municipal bonds.8 However, under the real estate 
market conditions that now exist and have long existed in Los 
Angeles, any calculation of the rent adjustment implied by any 
Standard that has been suggested for the “fair" rate of return 
formula, whether one uses historical or current price and inter- 
est rate trends, usually results in a substantia lvannualsrcauc. 
tion in allowable rents. 

This result follows from the fact that no standard measure 
of competitive investment yield has grown more rapidly in most 
recent years than Los Angeles rental properties have appreciated 
in value. Neither have many Los Angeles stabilized properties 
been unprofitable. The combination of appreciation and profit 
regularly exceeds all competing rates of return suggested. 

In the most recent year, for example, the landlord survey 
indicates that the average returns on the 1983 value of rent 
stabilized properties (including appreciation gains) amounted to 
about 17%, considerably higher than the 12% weighted average of 
mortgage interest and municipal bond rates. This relatively high 
rate of return was primarily due to the appreciation in property 
values. While the ratio of NOI to current value was only about 
5.6%, property values appreciated by 11.4%. 

Moreover, 1983 does not appear to have been an idiosyncratic 
year. Exhibit 4-10 compares average annual returns on rental 
property value from the DAMAR property sales data, set against 
the “fair rates of return for every year from, 1977 to.lo3s3-. 
Except in 1980, when average return dropped close to zero, aver- 
age returns substantially exceeded the "fair" market rate.9 Ex- 
hibit 4-10 also provides the information necessary to compare 


historic returns to alternative definitions of a “fair” rate 
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EXHIBIT 4-10 


AVERAGE ANNUAL RETURNS ON VALUE FOR 
DAMAR PROPERTIES: 1977-1984 
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-- the mortgage interest rate itself, the bond rate and the 
weighted average of the mortgage interest rate and a typical rate 
On second mortgages (assumed to be two points above the mortgage 
rate). In most years during the 1977-1984 period average returns 
appear to have exceeded these standards as well. Even if we used 
Current debt-to-equity ratios (70% to 30%, rather than the 80% to 
20% typical of newly acquired properties), use of the second 
mortgage definition of “fair" would still, yield a rent reduce on 
for Los Angeles properties in 1985. 

Such findings vividly illustrate two major difficulties with 
a rate-of-return formula. First, it is extremely hard to i1den— 
tify a readily available rate that can be agreed upon as a rea- 
sonable standard for a “fair" return on equity investment in real 
estate. Second, while landlords may indeed benefit from appre- 
ciation of their properties, realization of most appreciation 
gains (e.g., other than increases in collateral for borrowing) 
only occurs at the time that the property is sold. No generally 
accepted technique exists for discounting the value of apprecia- 
tion over time, and ignoring it until the year of sale would, if 
applied in a formula, yield ludicrous results in the year when 
the capital gain was realized. Yet, keeping pace with apprecia- 
tion would mean that a property could easily generate a rela- 
tively high rate of return at the same time its owner was faced 
with a very small or even a negative cash-flow. Since rent reduc- 
tions of the magnitude suggested by any rate-of-return formula 
tested would clearly produce a severe strain on building fi- 
nances, we have not included this sort of formula as an option in 


the impact analysis presented below. 


4.2.3 Impacts on Tenants 


How would the five formulas described above affect the rents 
actually paid by Los Angeles temants? We hevewseen) that the 
various formulas can be classified according to their sensitivity 
to inflation and, among the inflation-sensitive indices, the 
extent to which they preserve the “real" (i.e., inflation- 


adjusted) value of net operating income. Choices among these 
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broad parameters would lead to significantly different allowable 
rent increases and could thus have a major impact on the level 
of benefits received by the City's tenants. Ideally, one would 
like to know exactly what conditions would be like today had one 
or another of the various formulas been enacted in 1977. One 
would also like to be able to forecast the outcome in future 
years. Unfortunately, given the immense number and complexity of 
the factors that affect inflation, interest rates, the relative 
attractiveness of housing and other key factors, man's ability to 
predict the future -- or even to reconstruct the past -- is 
limited. As a result, this component of the analysis is neces- 
Sarily modest in scope. 

Over the entire stabilization period: (i%e., so /7eto ose 
the 7% ceiling yielded about the same overall rent increase for 
tenants who did not move as did the all-item CPI and non-shelter 
CPI indices. Thus, it seems reasonably safe to assume that aver- 
age monthly maximum allowable rents would be pretty much the same 
today had either of these two options been adopted. However, we 
also found that the 7% ceiling -- which is, of course, insensi- 
tive to economic trends -- now allows significantly higher per- 
centage increases in rent than any of the other five formulas, 
including these two. Thus, it seems likely that, unless infla- 
tion begins to rise -- which is possible but not inevitable -- 
continuation of the current ceiling would have a significantly 
different effect on the City's tenants in the future than would 
either the all-item CPI or the non-shelter CPI formula. In the 
short term, assuming no inflationary rise, either formula would 
permit substantially smaller rent increases than the 7% ceiling 
permits. 

It also appears that, had the "cost-based" or “percent-of- 
CPI" formula been adopted in 1977, things would be very different 
today. Rents for long-term tenants would undoubtedly be lower 
than they are, since both formulas limit the amount of inflation 
that can be passed through to building residents. However, the 


impact on recent movers (and on landlords) is more problematic. 
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The analysis of tenant benefits (Chapter 2) documented the mark- 
ups above the previous tenant's rent paid by households who moved 
into their units during “the Vast three years. “Its Wikely=tnat 
any formula that produced a lower allowable rent increase for 
in-place tenants would also have increased the average markup 
paid by these households. However, the magnitude of the in- 
crease, aS well as the impact on aggregate benefits, is difficult 
to determine because of the maelstrom of other economic fluctua- 
tions that were occurring in many of the years since 1978. 

One's ability to project into “the future “is also ™Pimreed, 
given highly imperfect ability to forecast the future course of 
prices with high confidence, as well as the reactions of the 
market place to those price developments. However, one can make 
some short-term projections regarding rents and rent-to-income 
ratios in 1985 if one of the formulas were enacted and imple- 
mented today. In making these projections, we have employed two 
sets of data. The first consists of price trends observed in 
1984 (and reflect the allowable rent increases for 1985 if each 
of the formulas were adopted today). The second consists of the 
average annual price increase observed over the entire period 
1977-84. The latter estimates are simply intended to show how 
the diffent formulas would operate under "normal" conditions in 
the event that last year's trends turn out later to have been 
unusual or idiosyncratic. These projections are not meant to 
simulate the long-term impact on the City's tenants if a system 
uSing any of the formulas were adopted. 

Estimating next year's rents and rent-to-income ratios was 
done in a four-step process, involving a number of simplifying 
assumptions. First, we calculated the 1985 rent for in-place 
households (i.e., non-movers), assuming that the maximum rent 
increase was charged. Second, we estimated the 1985 rents for 
households that moved, assuming that the markups observed in 1984 
would be maintained in the upcoming year. Third, we combined the 
projected rents of movers and stayers, assuming that the propor- 
tion of households who moved in 1985 would be the same as in 


1984.10 And, finally, in order to estimate gross rent-to-income 
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ratios in the upcoming year, we inflated utility costs by the 
increase observed between 1983 and 1984 (3.7%) or, for analysis 
based on 1977-84 price trends, by the average annual increase 
over that period (13.6%). We simulated 1985 tenant incomes by 
inflating the 1984 levels by the 1984 all-item CPI for 1984.11 

This methodology also employs a number of simplifying as- 
Sumptions. To begin with, it assumes that households that move 
pay the same proportionate rent markup for their new apartments, 
regardless of the formula in effect. In other words, since re- 
cent movers paid 14% more rent on average than did other house- 
holds in 1984, we assumed that landlords would continue to charge 
the same proportionate markup in 1985, regardless of which rent 
adjustment formula is put into effect. In fact, however, a lower 
ceiling on rent inecreases.for units. that donot. turneoverumiaae 
result in higher proportionate markups, as landlords attempted to 
maintain their overall revenues. Correspondingly, a 14% markup 
over higher ceilinged rents may overestimate what would be 
charged to movers. If markups actually vary inversely with rent 
adjustments, our estimates will overstate the differences between 
rents paid by moving and non-moving tenants under different for- 
mulas. 

Assuming that recent movers always pay 14% more than stayers 
also implies that landlords would increase a unit's old rent by 
differing amounts upon turnover, depending on the adjustment 
formula that is in effect. Specifically, under the current 7% 
celling, a unit with a new occupant. in) 1985 would [renteccoresa nen: 
21% more than it did in 1984 (i.e., the 7% rent increase that 
would have been charged the old tenant, plus a 14% markup). At 
the opposite extreme, under the cost-based formula, a unit with a 
new occupant in 1985 would rent for only about 17% more than it 
did in 1984 (the lower allowable increase to the old tenant, plus 
the markup). Again, if one believes that landlords would vary 
the markup or the rent increase in light of their perceptions of 


market conditions or for other reasons, so that the actual rental 
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charged would not be different under differing formulas, then our 
estimates would overstate the differences in the effects of al- 
ternative formulas. 

Finally, our methodology also assumes that household mobil- 
ity rates will not be sensitive to adjustment formulas, and that 
they will be the same in the upcoming year as they were in 1984. 
It seems likely that a relatively low allowable rent increase 
would tend to reduce mobility rates over time, both by increasing 
the savings to long-tenured tenants and, perhaps, by increasing 
the markups charged to recent movers. However, since we are only 
forecasting rents in the upcoming year -- and any impact would be 
conjectural in view of the evidence in Chapter 2 that mobility 
rates have not yet been significantly affected by the current 
stabilization program -- we have assumed a constant mobility 
rate. Note that all of these assumptions tend toward overstate- 
ment rather than understatement of the difference between various 
formulas. If there is error in the projection, therefore, one 
would expect it to be toward that side of the ledger. 

Exhibit 4-1l1l presents the projected effects of each of the 
five formulas on all Los Angeles rent-stabilized households.12 
The estimates shown as based on "current prices" use the adjust- 
ment factors that result from CPI and price changes observed 
during the year 1984, while the estimates based on “average" 
prices reflect the average annual price increase that occurred 
over the entire period, 1977-84. 

The Exhibit shows that, based on current prices, the present 
7% ceiling yields the highest 1985 average gross rent ($486 per 
month) and rent-to-income ratio (29.8%). The other formulas 
produce average gross rents between $467 and $475 per month, and 
generate lower rent-to-income ratios (28.5% to 29.1%). This basi- 
cally reflects the fact that all measures of consumer price and 
building cost inflation rose by less than 7% during 1984. How- 
ever, when the projections are based on the average change in 
prices that has occurred during the last six years, the CPI and 
Non-Shelter CPI formulas produce substantially higher rents than 


does the 7% ceiling, while the Percent of CPI and Cost Based 
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EXHIBIT 4-11 


IMPACTS OF ALTERNATIVE ADJUSTMENT FORMULAS 
ON LOS ANGELES TENANTS 


Gross 
% Change Rent as 
Contract Contract Gross 4, (oye 
Rent Rent Rents Income 
1984 Averages $401 $446 280% 
1985 Estimates Based 
on Current Prices 
TH $441 9.98 $486 29.8% 
CPL $430 WE2S S45) DS) IVA 
Non-Shelter CPI $427 6.48 $472 Dore 74 
FAC) RIL S423 5.49 $468 28) 5 WH 
Cost-Based $422 Eyes $467 Wein SA 
1985 Estimates Based 
on Average Trends 
T% $441 9.98 $490 2907, 
()PAL $445 10.97 $494 29.2% 
Non-Shelter CPI $443 10.47 $492 PAS) WIA 
FAG DIL $432 Tels $481 Ich 6 SA 


Cost-Based $431 7.48 $480 28.4% 
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Index formulas continue to yield lower rents than would the cur- 
rent flat cap. It is also interesting to note that the Percent 
of CPI formula yields virtually the same rents as the Cost-Based 
Index formula under the two alternative price assumptions. Simi- 
larly, the CPI and Non-Shelter CPI formulas serve as close sub- 
stitutes for one another. The 7% ceiling on the other hand, 
though insensitive to changes in inflation rates, comes close to 
matching the CPI and Non-Shelter CPI formulas when based on six- 
year trends, while far exceeding them under 1983-1984 price con- 
ditions. 

But would the competitive rental housing market in the Los 
Angeles area -- which includes many unstabilized units outside 
the City -- permit the maximum allowable increases to be charged 
under all formulas? The analysis of tenant benefits found that 
recent movers pay rents that are higher than those that would 
prevail in the absence of stabilization. However, there is no 
strong evidence that average stabilized rents, looking across all 
tenure subgroups, ever exceed the average rents that would be 
paid in an unstabilized market. If any of the formulas reported 
in Exhibit 4-11 would yield average maximum allowable rents 
higher than unregulated levels, then the rent increases actually 
charged by landlords would probably be constrained below the 
maximum by market conditions. Looking first at the formula esti- 
mates based on historical price trends, we know that our two 
concepts of rent levels in Los Angeles if stabilization had never 
been enacted: Imputed Rents and Market Rents, rose by between 11% 
and 11.5% annually over the 1977-1984 period. None of the formu- 
las yield annual average increases of more than 11%, so it seems 
unlikely that market conditions would act as a constraint against 
charging the maximum increase permitted by each. Turning to the 
projection based on 1984 prices alone, we do not know how much 
Market or Imputed Rents will increase in the upcoming year. If 
rents typically increase faster than the CPI in Los Angeles's 
tight housing market, as they did over the full 1977-1984 period, 


we can assume that the average ratio between change in rent and 
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change in the CPI for the period (11.5/7.97) is a typical rela- 
tionship. If so, average Market Rents (i.e., the rents charged 
to new tenants for vacant stabilized units) can be estimated as 
increasing by about 6.03% between 1983 and 1984. Assuming that 
the workings of the market would not permit average regulated 
rents to rise above this rate of increase, average contract rents 
in 1985 would be constrained to about $436 per month. The only 
one of the formulas that would be affected by this constraint 
would be the current 7% ceiling, which would give landlords about 
1.1% more leeway to raise or markup rents than the market would 
probably permit them actually to use. 

Exhibit 4-12 presents gross rent and gross rent-to-income 
ratio estimates, based on 1984 price experience, for household 
groups classified by income, race/ethnicity, age, household size, 
length of tenure, building size, and LMPA Pocativon. EFouealiaor 
these households, the adjustments allowed under each formula 
remain the same; what differs is the share of movers and the 
average rent markup paid by recent movers. In addition, all 
groups are assumed to experience the same rate of income growth. 
For groups with high rates of mobility and large markups, rent 
increases will be higher, while groups with low mobility rates 
will experience lower average rent increases. Nevertheless, the 
relative attractiveness of the optional formulas from the per- 
spective of the tenants remains unchanged, assuming that the 
formula that yields the smallest percent increase will be pre- 
ferred by all groups of tenants, even those with high mobility 
rates. 

To show why even highly mobile tenants may rank the attrac- 
tiveness of alternative formulas in the same order as less mobile 
households, let's examine a specific example. Using 1983-1984 
prices as a basis for projection, the lowest ceiling on 1985 rent 
adjustments (2.23%) is produced by the Cost-Based Index formula, 
and the highest rent adjustment factor is produced by the 7% cap. 
Let us compare the impacts of these two formulas for a high-mo- 
bility group (households headed by persons under age 30) and a 
low-mobility group (households aged 62 or over). Among young 
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Income 
< $10,000 
$10-20,000 
$20-30,000 
$30-40,000 
$40,000 + 


Race/Ethnicity 
White 
Black 
Hispanic 
Other 


Age of Head 
< 30 
30-61 
C25 


Household Size 
One 
Two 
3-4 
Ste 


Length of Tenure 


Sue Year 
1-2 


3o5) 

oO + 
Building Size 

< 5 Units 


6-11 
IW ae 


LMPA 
L 


aAuUnfwr 


Gross 


Rent 


$272 
$405 
$448 
$507 
$563 


$486 
$402 
$371 
$453 


$460 
$447 
$379 


$384 
$485 
$485 
$434 


$496 
$495 
$440 
$371 


$427 
$430 
$466 


$362 
$378 
$436 
$497 
$584 
$421 


EXHIBIT 4-12 


IMPACTS OF ALTERNATIVE FORMULAS ON LOS ANGELES RENTERS, BY HOUSEHOLD GROUP 


1984 


Gross Rent- 
to-Income 
Ratio 


51.9% 
37.0% 
24.5% 
18.8% 
15.3% 


27 397. 
3027 
29.1% 
27.22% 


30.1% 
26.7% 
33.47 


28.4% 
27.2% 
29.0% 
32.1% 


Mess UA 
30.6% 
Dihkere/s 
Aig THE 


28.3% 
28.9% 
28.6% 


26.3% 
LO ize 
28.2% 
28 .3% 
29.6% 
29.2% 


Z Change in Gross Rent 1985 (Current Price) 
7S AO YAS NO Ses ee eS ee 


9.56% 
9.63% 
8.71% 
8.68% 
11.01% 


10.49% 
9.95% 
8.09% 

10.06% 


10.87% 
9.40% 
7.65% 


10.68% 

8.04% 
10.52% 
10.37% 


20.56% 
6.87% 
6.82% 
6.74% 


8.90% 
LL.63% 
9.23% 


9.39% 
11.64% 
10.09% 

9.46% 

7.71% 
11.16% 


Cer 


6.997% 
6.91% 
6.03% 
6.11% 
8.35% 


7.827% 
7.46% 
5.66% 
7.95% 


8.26% 
6.94% 
5.01% 


7.81% 
5.57% 
8.04% 
7.83% 


17.54% 
4.247 
4.32% 
4.31% 


6.56% 
8.847% 
1.93% 


6.63% 
8.99% 
7.34% 
6.84% 
5.14% 
8.55% 


Non-Shltr 
CPL 


6.25% 
6.42% 
5.58% 
5.52% 
7.82% 


7.29% 
4.95% 
7.42% 
7.37% 


16.94% 
3.647% 
3.647% 
3.77% 


5.89% 
8.37% 
6.01% 


6.08% 
8.477% 
6.88% 
6.24% 
4.62% 
8.08% 


% CPL 


4.178% 
5.43% 
4.46% 
4.54% 
6.75% 


6.17% 
Dy UIE 
4.04% 
6.40% 


6.52% 
5.15% 
S457 


6.25% 
Srey 
6.39% 
6.227% 


S59 7 SYA 
22097. 
RS TDS WE 
2.70% 


4.92% 
7.21% 
4.947% 


5.25% 
7.41% 
5.73% 
5.23% 
3.42% 
6.89% 


Cost- 


Based 


4.18% 
5.19% 
4.247% 
4.34% 
6.57% 


5.97% 
Dreiiaie 
3.77% 
6.18% 


6.30% 
4.92% 
3.17% 


5.99% 
Za 71% 
6.19% 
10.37% 


L5ma2% 
Deal, 
2.50% 
2.43% 


4.68% 
6.98% 
4.72% 


4.97% 
7.41% 
5.50% 
5.03% 
3.25% 
6.89% 


54.57% 
38.93% 
25.56% 
19.61% 
16.30% 


29.58% 
31.877 
30.19% 
28.87% 


32.03% 
28.03% 
34.51% 


30.17% 
28.20% 
30.76% 
34.00% 


BYE fal is 
31.38% 
27.88% 
Dis SE 


29.587 
30.96% 
295987 


27.61% 
31.82% 
SURE 
EG BYE 
30.60% 
31.15% 


1985 Gross Rent-to-Income Ratios 


So CANA 
37.96% 
24.93% 
19.14% 
15.91% 


28.87% 
31.14% 
29.51% 
28.18% 


31627 % 
27.40% 
33.66% 


29.38% 
27.56% 
30.07% 
BiB) 5 QZ 


S2 lie 
30.61% 
I) PhS 
Me WSL 


28.94% 
30.19% 
27.98% 


26.91% 
31.07% 
29.05% 
29.02% 
29.87% 
30.42% 


Non-Shltr 
CPL 


DLink 
37.79% 
24.827 
19.04% 
15.83% 


28.70% 
305937 
29.36% 
28.06% 


31.09% 
27.23% 
33.49% 


29.24% 
27.40% 
29). 90% 
33.08% 


B22 Le 
30.44% 
27.05% 
26.59% 


28.75% 
30.06% 
29.10% 


26.77% 
30592% 
RS RISE 
28.85% 
29.72% 
30.29% 


% CPL 


52.19% 
37.44% 
24.56% 
18.86% 
15.67% 


28.43% 
30.64% 
29.06% 
PTs Tee 


30.77% 
26.94% 
33.15% 


28.96% 
27.13% 
29.61% 
BEET PG 


31.88% 
30.14% 
26.82% 
26.32% 


28.50% 
29.73% 
28.80% 


26.57% 
30.61% 
28.61% 
28.58% 
29.38% 
29.95% 


Cost- 


Based 


52.19% 
37.2357 
24.51% 
18.83% 
15.69% 


28.37% 
30.64% 
29.98% 
PB 3 dag 


BOTS 
26.88% 
8307 


28.89% 
27.07% 
29.55% 
34.00% 


31.824 
30.08% 
26.76% 
26.25% 


28.43% 
29.67% 
28.74% 


26.50% 
30.61% 
28.55% 
28.53% 
29537 
29.95% 
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households, the mobility rate is 39% per year and recent movers 
Pay an average mark-up of about 11%, For these households, the 
Cost-Based Index formula would allow average rents to rise by 
6.5% in 1985, while the current ceiling would permit average 
rents to rise by 11.5%.13 Thus, the ceiling now in place would 
allow increases in the rents paid by this highly mobile group 
that would average 4.7% more than the Cost-Based Index would 
permit. By comparison, the mobility rate among elderly house- 
holds is only 6.2% per year, with an average markup to recent 
movers of 26%. For these households, the Cost-Based Index for- 
mula would limit the average 1985 rent increase to 3.2%, while 
the current 7% ceiling on the rents of non-moving tenants would 
allow their average rents to increase by 8.2% in 1985. For this 
largely immobile group as well, therefore, the current flat ceil- 
ing would also permit significantly larger (4.8%) increases than 
would the cost-based formula. 

Thus, while mobility rates are an important factor in deter- 
mining the average rents paid by particular subgroups of tenants, 
the relative financial attractiveness of these alternative for- 
mulas would not be expected to vary across differing segments of 
the tenant population. Over time, different formulas might re- 
sult in different rates of mobility or in different mark-ups for 
recent movers, but these second-order effects have not been con- 
sidered here. 

We now turn to estimating the financial effects on Los 
Angeles tenants if rent stabilization took the form of one of 
these formulas as against what their rents would be if no form of 
stabilization had ever been enacted. It will be recalled that in 
Chapter 2, we estimated that the average 1984 rent savings from 
the current stabilization system, taking all tenants as a whole, 
range between $7 and $18 per month, depending upon one's assump- 
tions about rent levels in the absence of stabilization. Exhibit 
4-13 presents several estimates of average 1985 financial effects 
under the optional adjustment formulas. A net average saving 
appears aS a positive figure in the Exhibit; a minus sign indi- 
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In order to calculate these estimates, it was necessary to 
inflate the 1984 Imputed Rent and Market Rent estimates to 1985 
terms. We have produced two sets of forecasts, one of which uses 
the average annual change in Imputed Rents over the 1977-1984 
period (which was 11.5%), and the other of which assumes that the 
relationship of Imputed Rents to CPI growth (155% to 7.97%) 
persists into 1985, yielding the 6.03% annual rate of increase in 
unstabilized rents mentioned earlier.14 
. The figures in Exhibit 4-13 suggest that either the CPI or 
Non-Shelter CPI formula would maintain the net average financial 
benefit of stabilization to all tenants as a whole at roughly its 
current level. Continuation of the flat 7% ceiling, however, 
could result in little benefit or even net costs to tenants if 
1985 price experience is more like that of 1984 than like the 
average over the past six years. That is to say, if 1985 infla- 
tion resembles the 1984 rate, all tenants taken together could 
pay higher rents than they would if there were no stabilization 
program. This stems, of course, from the fact that puicessineroc 
Los Angeles area are currently increasing at a rate considerably 


below 7%. 


4.2.4 Impacts on Landlords 


We now turn to the relative impacts of optional rent adjust- 
ment formulas on Los Angeles landlords, focusing on changes in 
their net operating incomes (NOI). As before, the analysis does 
not attempt to model the long-term impact of such formulas. 
Rather, it predicts short-term changes in building revenues under 
two sets of price assumptions. The first uses price changes 
between 1983 and 1984 to predict trends in the upcoming year; the 
second bases these predictions on the average annual price in- 
crease observed over the period 1977-84. 

The landlord survey provides data on rent revenues, operat- 
ing costs, and net operating incomes in 1983, not in 1984. There- 
fore, we have applied the optional adjustment factors (based on 
both of the two assumptions of next year's price trends) to yield 


estimates of 1984 revenues, operating costs, and net operating 
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EXHIBIT 4-13 


AVERAGE 1985 RENT SAVINGS UNDER 
ALTERNATIVE ADJUSTMENT FORMULAS 


Non-Shelter 


Vite CPL CPL we CPL Cost-Based 
Based on Imputed Rent 
Current: Prices -5 6 9 pies 14 
Average Trends 17, 13 L5 26 vay | 
Based on Market Rent 
Current Prices 3 14 Ly, Z1 22 


Average Trends 26 Zz 24 30) 36 
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incomes. The procedure for generating these estimates was compa- 
rable to the procedure employed in estimating tenant rents under 
Optional formulas. Rents from non-moving tenants were assumed to 
rise by the full amount of the allowable rent increase; rents in 
vacated units were assumed to rise by the same amount that was 
used in the tenant analysis;15 and the proportion of units that 
turn over was assumed to be constant across formulas and over 
time, and equal to the rates which were reported in the landlord 
Survey. Finally, in order to estimate NOI, operating costs were 
assumed to rise by the amount predicted by the 1984 Price Index 
of Operating costs constructed for this study and described ear- 
Ider an “this=chapter. 

Naturally, this methodology involves most of the same limi- 
tations encountered in the tenant analysis. The most concerning 
of these is that the markup charged for newly occupied units 
might be higher when rent adjustments are small and lower when 
rent adjustments are more generous. Thus, our estimates could 
overstate the differences between the rents yielded by different 
formulas. In addition, changes in adjustment formulas may, over 
several years, lead to changes in mobility rates. These effects 
are not simulated in our analysis, so that the projection could 
tend to overstate the differences between the effects of differ- 
ent formulas, 

Exhibit 4-14 presents the average change in revenues and NOI 
under each rent adjustment formula, as well as operating expense- 
to-income ratios using both current and average price trends. 
Naturally, formulas that limit rent increases to the smallest 
increments from the tenants' perspective allow the least revenue 
growth from the landlords" perspective. Thus, using current 
price trends, the current 7% ceiling yields the greatest revenue 
gain, while the Cost-Based Index formula yields the smallest. All 
of these formulas result in reduced operating cost-to-income 
ratios, because revenues rise more rapidly than operating costs. 
This stems from the fact that rents are now marked up when units 
are vacated by larger margins than the rents that can be charged 


to in-place tenants under any of the formulas. This raises the 
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EXHIBIT 4-14 


IMPACTS OF ALTERNATIVE RENT ADJUSTMENT FORMULAS 
ON LOS ANGELES LANDLORDS 


Operating Net 
oveaul Costs + Operating 
Revenues Income Income 
1983 Values Seo Clee 4/5 1,966 
1984 Current Price Estimate 
UA +9 .347 39) o BF +13.40% 
CPL +6.49% 40.4% +8.517% 
Non-Shelter CPL +5 .88% 40.6% +7 .487 
LCP +4.68 % 41.0% +5.43% 
Cost-Based +4 .47% as) eew la /4 +5.072% 
1984 Average Trend Estimate 
US +9 .34% sO SYS +13.407% 
CPL +10.33% S32) oO +15.06% 
Non-Shelter CPI + 9.68% 39.2% +13.94% 
AGP + 6.94% (10) GA +9 .267% 


Cost-Based +6.677% 40.3% +8 .957% 
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overall average increase beyond the rate of price or cost infla- 
tion. If the markup charged for newly occupied units were to 
decline, average rents would, of course, increase more moder- 
ately, and operating expense-to-income ratios would be higher. 
Using the average change in prices over the period 1977-84, the 
CPI formula allows the greatest revenue gains, while the Cost- 
Based Index Formula is again the most restrictive. 

Exhibit 4-15 presents changes in revenues and net operating 
incomes under optional rent adjustment formulas for different 
types of Los Angeles landlords. Properties are grouped by date 
of purchase, owner residence, building size, and location (LMPA). 
These estimates rely on current (i.e., 1984) price trends. As in 
Our earlier tenant analysis, the rent adjustment formulas them- 
selves do not vary by building or landlord type. However, tenant 
turnover rates, recent mover markups and the rate of increase in 
Operating costs do vary.16 Thus, the magnitude of revenue and NOI 
changes will differ by group, but the ranking of relative attrac- 
tiveness of the optional formulas would be expected to be the 
same for all landlords. 

To illustrate, using current price trends, -thescurren usr. 
ceiling yields the greatest revenue increase for all landlords, 
while the Cost-Based Index formula yields the smallest. Among 
the biggest gainers under both formulas are owners of properties 
with six to eleven units.17 These properties exhibit higher than 
average turnover rates, combined with large markups for new ten- 
ants. By contrast, properties with five or fewer units tend to 
have lower turnover rates as well as lower markups. Therefore, 
these properties experience lower income gains under all rent 
adjustment formulas. Both of these types of properties experi- 
enced roughly comparable increases in operating costs, so that 
their NOI changes mirror their revenue changes. However, proper- 
ties with below average cost increases -- such as those with 12 
or more units -- may experience NOI growth considerably in excess 


of revenue growth. 
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EXHIBIT 4-15 


IMPACTS OF ALTERNATIVE FORMULAS ON 
LOS ANGELES LANDLORDS BY PROPERTY TYPE 


Change in Revenues 


Non- 
Sinister Cost- 
7% _CPI__ _CPL_ = % CPL Based 
) 6 LSA, VoAtdZ Die One, by AUT Ev IMA, 
9.62% Grainy, 6.14% hy RE Ee 1 SVE 
9.59% 5 WA Gig WA Le 92 en le, 
oF0O3/. Ora Ue oO. 167, i SN bia PDH 
8.88% 608), igh Swe tes Pao ENO 
NW 5 WYOVE en pA Sh5 SWE Wosvye Ta NO 
Srey, 5.907 Be SOA Lo NOK Said? 
10.98% S08 e407, OofeWA WaOsyZ 
11.96% 9.03% Ore Gale, Hol SoMVZ 
Ne PLVE VOLS On 43, NASA DoG2H 
CS) MA Oo LH OS Un MET the, Sh 
iB) 6 ILSVA Deol, (hs UWA SESW she BH 
MW Ao SKeyé 2) O84 OZ Tol Ta SO¥ 
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4a. 5 Impacts on Public Tax Revenues 


Variations in the formulas used to regulate rent increases 
affect not only tenant rents and landlord incomes, but public tax 
revenues as well. This section explores the relative impacts of 
Optional formulas on sales tax revenues, gross receipts tax reve- 
nues, and property tax revenues. All tax impacts are measured DA 
relation to the current 7% ceiling on increases. “In»other words, 
we begin by calculating the relative savings to tenants (or 
losses to landlords) from a particular formula as the difference 
between estimated rents (or building income) under that formula 
and estimated rents (or building income) under the 7% cap. 

There are two important reasons to be concerned that this 
approach may tend to overestimate the impacts of optional formu- 
las. First, as discussed elsewhere, our analysis assumes that 
landlords would charge the same proportionate markup for newly 
occupied units, regardless of the formula in effect. It is pos- 
sible, however, that landlords would charge a higher markup if 
stayers' rents were controlled more tightly, while charging a 
lower markup if stayers' rents were allowed to rise more rapidly. 
Thus, differences between average rents under alternative formu- 
las may be overstated in our estimates. If so, tax impacts will 
be overstated as well. In addition, rents under some formulas 
may be lower than our estimates suggest if Market (or Imputed) 
Rents act aS a constraint on regulated rents in the way discussed 
earlier in this Chapter. This concern is particularly relevant 
to the projections that use current price experience to estimate 
the effects of the 7% ceiling, which would yield average rent 
increases considerably higher than the 1984 rate of inflation. If 
the market turned out not to permit maximum allowable increases 
under these circumstances, then differences between the effects 
of the 7% cap and those of optional formulas would again be over- 
stated, and tax revenue impacts likewise. Thus, the estimates of 
changes in public tax revenues developed in this section should 


be viewed as upper bounds. 
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We begin by estimating the net change in sales tax revenues 
that would result from changes in rents. If a particular formula 
yields an aggregate rent saving to tenants (relative to the 7% 
ceiling) of Si, then tenants will have more disposable income to 
spend. Not all of this incremental income will be spent, and not 
all that is spent will be devoted to items that are subject to 
the sales tax; some will be allocated to food, education, sav- 
ings, or other untaxed uses. In the United States, households 
typically spend about 95% of their disposable income, and the 
majority of respondents in the 1984 tenant survey indicated that 
incremental income would be first used for taxable commodities, 
particularly entertainment and automobile expenses. Therefore, 
we have assumed that 60% of incremental income would be subject 
to the 6% sales tax. Thus, the change in tax revenues can be 
estimated as: 

6% * 0.7605 * Si 
where 6% is the applicable sales tax. 

At the same time, however, under such a formula landlord 
revenues would decrease and landlords would have less disposable 
income. The reduction in landlords' disposable income would 


amount to: 


(i= ee ye(lBt re oa 
where tr is the gross receipts tax rate (0.125%) and tf is the 
landlord's marginal income tax rate (assumed at 50%). We have 
assumed that landlords as well as tenants spend about 603% of 
incremental income on taxable items. Therefore, the net change 
in sales tax revenues is expressed as: 
(206 -°* 60)) [40 (= (10550) (050025 aise. 

Exhibit 4-16 presents the sales tax effects of all four new 
formulas, compared to the current 7% ceiling and using both cur- 
rent and average price trends as a basis for analysis. In most 
instances, as the Exhibit shows, the effects are positive for the 
governments involved, which is to say that they would have higher 
revenue receipts under the new formulas than under the current 
cap. However, under the all-item and non-shelter CPI formulas, 


sales tax revenue shrinks if one uses the six-year price trend as 
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EXHIBIT 4-16 


NET EFFECTS OF ALTERNATIVE FORMULAS ON 
SALES TAX REVENUES -- RELATIVE TO THE SEVEN PERCENT FORMULA 


(In $ thousands per year) 
‘ Non-Shelter 
G3 yA a CPi Cost- Based 
Current Price Sls U6S tas SLs 90 Se0 $1,480.6 $2,009..4 


Average Price 
Trends -423.0 952.8 =21L.5 1057.6 
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an analytic basis. The net revenue increases result under the 
other assumptions because landlord spending reductions would be 
moderated by the fact that a sizeable share of the revenue that 
they would be losing under a new formula now goes to Federal 
taxes rather than increasing landlords' disposable income avail- 
able for spending on taxable items. The revenue shrinkage asso- 
ciated with the CPI and Non-Shelter CPI formulas reflects the 
fact that those formulas would yield rents that are higher than 
those allowed by the 7% ceiling if one assumes that 1985 price 
experience will be like the average over the past six years. 
Therefore, small net declines in sales tax revenues occur. Note 
that the estimated sales tax impacts are consistently smaller 
uSing average price changes than when using current prices. This 
again stems from the fact that average CPI increases over the 
1977-83 period were close to 7%, while recent price inflation has 
been much lower. 

Moving to the effects on revenue from the gross receipts 
tax, Exhibit 4-17 presents estimates of the changes that the four 
optional formulas would make as against continuation of the 7% 
cap, again based both on current and average price trends. Be- 
cause the gross receipts tax rate is modest, these revenue im- 
pacts are relatively small. In most instances the Exhibit shows 
that the new formula would reduce government receipts, although 
both the all-item and the non-shelter CPI formulas would yield 
small increases if high inflation rates were to return. 

Finally, we estimate the impact of optional rent adjustment 
formulas on property tax revenues. The primary impact of alter- 
native formulas on these revenues will occur at the time the 
property is sold, since Proposition 13 limits annual increases in 
the assessed valuation of properties to 2%, except at that time. 
Therefore, we estimate the change in property values resulting 
from changing rent levels, and apply this change to the share of 
properties likely to be sold in the next year.18 

Exhibit 4-18 presents the results of these property tax 
calculations and Exhibit 4-19 shows the net total change in all 


three forms of public tax revenues implied by our sales tax, 


LS 


id -aet uy Sileee HOSC60 156 


> aver aut 3a : = ’de- 
w= 


ne. 
> 


- ae Meivtron Tio 7) 
| sia 4442 utee'y bi 
Pei | jena eh 4D 
Bah wie gen ees m9 © 
BS) BAU Ys = wed talna 
Diese) ance Bet ates 
j afloat: play Gtily: A 
panes ani £45 auaiédve 


efhada hoa Seri eces 


SRI ° Senses bz: 
7 


wis es onnten. ter 
7 fpETA SOOT Jhomfi3= v« 
bh evignscs 2D 18d) 
avure: 037 S:GW cntet Ao 
| gues fsnolsgo & Jaaqs 
ay et) os Pa Wanw@ees ST <2 Si 
mrs. 949 -saawee iile 
gant Ieunrn ato 

AAS Fh. PQES y 74 
thers Sevliay yf oqo: 


ens mS Svite TG > iri ne 


Si Gray + veg at 
keh ys wd0%14 imevit 3 r 
t ‘fl epnec Ss, le7a! *8r <3 
ques ute? Us Vol My 


ia Rte se0t>: wtes pi liman: iT 
— 


- od SHaunp wri Jfttard Ws 
u t Oras e srs eb Atle s ie 
wr me jee Sunevs> “uy ,Brey 


aeee *u78: sitne »#F' 


92 9)1;! ,. "Senne! 638 


’ 


§ 


« 


r 


9! IN tee fer 
iene weAgh 


a“ 


he 


86 95S00n 


sivuw yen? 


; Ennead 
4 aide 
sais 
i+ PF 
ities 
sme 
| 
aft 
Ax 
qs 
= 
 wOQRru 
q | 
; = 
i‘ io’ 
rin : 
j | 
Led % ’ 
) - an 
» = rT; 
c= 5 i 
Pa a 
mia 
4340934 
‘a 
tieoteg 


EXHIBIT 4-17 
EFFECTS OF ALTERNATIVE FORMULAS ON 
GROSS RECEIPTS TAX REVENUES -- RELATIVE 
TO THE SEVEN PERCENT FORMULA 
(In $ thousands per year) 
Non-Shelter 
GJIC VAG) PI Ge Cost-Based 


Current Price -82.2 -135.0 -105.6 -140.9 


AV Cipaem brace 
Trends 29.4 -64.56 17.64 =O ed, 
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EXHIBIT 4-18 


EFFECTS OF ALTERNATIVE FORMULAS ON 
PROPERTY TAX REVENUES -- RELATIVE TO THE 
SEVEN PERCENT FORMULA 


(in $ thousands per year) 


Non-Shelter 
Cer TAGES CPL Cost-Based 


Current Prices -308.2 -504.0 = ipie 5} -526.4 


Average Price Trends LAG It -308.4 42.0 $3327) 
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EXHIBIT 4-19 
NET EFFECTS OF ALTERNATIVE FORMULAS ON 
PUBLIC TAX REVENUES -- RELATIVE TO THE 
SEVEN PERCENT FORMULA 
(in $ thousands per year) 


Non-Shelter 
(Cj2re FACIE GE Cost-Based 


Current Prices UU A P26 456 WOOAS 7 WSKEP oh 


Average Price Trends -267.5 D1 O78 = teks) 649.2 
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gross receipts tax, and property tax calculations. Due to the 
low rates of property turnover, the property tax impacts of al- 
ternative adjustment formulas are not as large as one might 
think. Although they are usually negative from the government's 
standpoint (i.e., the government usually receives less property 
tax revenue under a new formula) property tax impacts are consid- 
erably smaller than the impacts on sales tax revenues. There- 
fore, we conclude that the formulas imposing the tightest con- 
straints on rents also tend to yield higher tax revenues on most 
assumptions about future rates of inflation. The total net in- 
crease would not be very large as a share of the revenues of the 
State and local governments involved, but the analysis indicates 
that the net effect on all these governments taken together would 
be positive unless inflation rates returned to the high levels 


where they were a few years ago. 
4.3 Analyzing Changes in Vacancy Decontrol Provisions 


All previous Chapters and sections of this Report have dis- 
cussed rent stabilization in the context of the current system 
in which no regulation is applied to the rent charged a new ten- 
ant for a vacant unit. Newly occupied units, which constitute 
between 15% and 20% of all units, were expected to rent at the 
1984 average markup of 14% more than units that had not been 
vacated. This section considers two alternatives to vacancy 
decontrol: (1) application of formula adjustment ceilings to all 
units at all times, regardless of turnover; and (2) application 
of a 10% cap on rent increases at the point of turnover. We 
measure the implications of these two alternatives in conjunction 
with the two adjustment formulas that produced the largest and 
smallest short-term rent increases in our earlier analysis -- the 
current 7% ceiling and the Cost-Based Index formula. We begin 
by examining probable impacts on Los Angeles tenants, and then 


turn to the consideration of impacts on landlords. 
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4.3.1 Impacts on Tenants 
Exhibit 4-20 presents estimates of monthly average 1985 


rents and rent-to-income ratios if (a) the current vacancy de- 
control policy were maintained; (b) a 10% cap were applied; (c) 
the cost-based formula were applied regardless of turnover. And, 
again, the analysis is performed based on both 1984 and six-year 
average price assumptions. The same methodology that was em- 
ployed earlier for estimating the impacts of optional formulas 
has been used here with only minor modifications.19 

These calculations suggest that either a 10% cap or full 
cost-based formula controls would result in smaller average rent 
increases than those generated by vacancy decontrol. Corres- 
pondingly, average rent-to-income ratios would be slightly lower 
under either option to decontrol. Note again that our estimates 
of recent-mover rents under a system of vacancy decontrol may be 
excessive in the case of some formulas under some sets of eco- 
nomic circumstances, particularly for formulas that allow higher 
rent increases for stabilized units. If so, the relative impact 
of vacancy controls would be smaller than Exhibit 4-20 suggests, 
particularly if the 7% ceiling were continued. 

While breakdowns by household groups are not presented here, 
it is obvious that the greatest beneficiaries of changes in 
vacancy decontrol policy would be household groups with high 
mobility rates. These groups include higher-income renters, 
young households, households with two to four members, and occu- 


pants of large apartment properties. 


4.3.2 Impacts on banaloras 


Exhibit 4-21 presents comparable data on the implications of 
vacancy controls for Los Angeles landlords. Using both average 
and current price trends, we have estimated the impacts of a 10% 
cap and full formula controls in conjunction with the 7% ceiling 
and the Cost-Based Index formula. Again, mirroring tenant situa- 
tion in reverse, both forms of control at turnover yield reduc- 
tions in the overall rate of the growth in landlord revenues. 


Nevertheless, operating expense-to-income ratios increase only 
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Current Prices 


1985 Gross Rent 


Percent Change 
in Gross Rent 


Gross Rent-to- 
Income Ratio 


EXHIBIT 4-20 


IMPACTS OF VACANCY CONTROLS ON LOS ANGELES TENANTS 
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EXHIBIT 4-21 


IMPACTS OF VACANCY CONTROLS ON LOS ANGELES LANDLORDS 


Current Prices 


No Vacancy Controls Ten Percent, Cap eee 
Wo Cos t-Based a Cost-Based ie Cost-Based 
1984 Revenues SO uRensS) SPopeyin tis! Po5 OLO $3,474 $3,294 $3,434 
Percent Change 
in Rent 9.344 4.477% 7.477% 3.447% 7.00% PRS ROWE 
O&M/R 39% Sia 41.12% 40.0% 41.6% G0 227, Geely, 
Average Price Trends 
Full 
No Vacancy Controls Ten. Percent Cap Formula Controls 
LAE. Cost-Based RIS Cost-Based ee. Cost-Based 
1984 Revenues Sooo $3), 906 $3,620 $3,094 $3,509 $419 
Percent Change 
in Rent 92347 rvs ROUTE 7.007% 4.48% 4.487 
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Slightly. Landlords of properties with high turnover rates would 
find their NOIs most sharply curtailed. These would expecially 
include properties purchased since 1978, properties at which the 


landlord resides, and properties with five to eleven units. 
4.4 Differential Rent Adjustments 


One of the central findings of our earlier analysis of ten- 
ant benefits from rent stabilization (Chapter 2) was that long— 
term stayers enjoy savings up to almost 15% of the rents they 
would pay in the absence of rent stabilization, while households 
that have occupied their units for less than three years may 
actually be paying 2-4% more than they would in the absence of 
rent stabilization. This differential, has two majlon causes. 
First, any system of rent controls that: lifts ats constraiunes 
when units are vacated will naturally result in larger benefits 
for long-term stayers than for more recent movers. Second, the 
evidence indicates that in the early 1980s landlords imposed 
particularly high markups for vacated units. Thus, households 
who moved in during that period now appear to be paying rents 
which, on average, are higher than the rents they would face in 
the absence of rent stabilization. 

In conjunction with any of the rent adjustment formulas 
already considered here, it would be feasible to gradually reduce 
these disparities in rent savings by implementing a differential 
system of rent adjustments. Specifically, rents for units that 
had been continuously occupied for six or more years could be 
allowed to increase by more than the basic standard, while rent 
increases for units occupied less than three years could be held 
below the basic standard. We have been asked to comment on the 
factors to be taken into account in considering the application 
of such a differential standard. 

The following example illustrates how such a differential 
system could be implemented in conjunction with the Cost-Based 
Index formula. Long-term stayers (households with six or more 


years in their units) could be charged rent increases 2.5% above 
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the norm, while units containing more recent occupants (less than 
three years) could be held to increases a half of one percent 
below the norm. Assuming that about 20% of households would 
vacate their units during the year, approximately 30% of the 
continuing occupants would be paying rent increases below the 
norm and about 43% would be paying increases above the norm. To 
produce a weighted average permissible rent increase for non- 
movers of 2.32% (the current maximum upward adjustment that would 
be allowed under the Cost-Based Index formula), the basic rent 
increase (i.e., the norm mentioned above) would be 1.33%, with 
increases of 3.88% allowed for households which had occupied 
their unit for six or more years and increases of only 0.88% 
allowed for households who had been resident in their units for 
fewer than three years. 

There are several important features about such a differen- 
tial rent adjustment system that should be noted. First, it 
would gradually reduce the existing discrepancies in rent sSav- 
ings, so that it would presumably not be maintained indefinitely. 
Indeed, the adjustment factors discussed above should equalize 
the benefits enjoyed by different tenure groups of tenants by the 
end of five years. Second, however, such a system would not 
necessarily eliminate all of the financial benefits of rent sta- 
bilization to long-tenured groups. If the rent increases allowed 
under the system remained, on average, lower than the rate of 
increase in Imputed and/or Market Rents, households that re- 
mained in their units would continue to experience rent savings. 
At the same time, it would be entirely feasible to continue to 
allow decontrol (or partial decontrol) of rents when units were 
vacated, thereby allowing landlords to keep their overall rent 
levels as close as possible to levels in an unregulated market. 

Nevertheless, it must be observed that the reduction in 
relative stabilization benefits effected by a differential stan- 
dard would fall most heavily on the demographic groups most heav- 
ily represented in the long-tenured subgroups of tenants, that is 
on elderly, single-member households. The chief beneficiaries on 


the other hand, would be younger households with 2-4 members. 
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4.5 Implementing Alternative Rent Adjustment Formulas 


In considering implementation, if must be noted at the out- 
set that the degree of administrative comlexity involved in im- 
plementing the five formulas just discussed does not vary much in 
the short term, but varies greatly if a rent stabilization pro- 
gram is to be administered for at least several years into the 
future. The chief distinguishing factor on this score is whether 
the ceiling on permissible adjustments is (a) to be adjusted at 
all, save by City action without detailed documentation;= (b) Itc 
be adjusted according to a standard index complied by an official 
authority other than the ‘City; or (c) to be adjusted ‘according: to 
updated information on the current economics and finances of Los 
Angeles landlords and their buildings. 

Continuation of a flat ceiling on rent, increases! Wate7c. or 
at any other level) would involve no greater administrative com- 
plexity than is experienced now. Likewise, for the CPI and non- 
shelter CPI formulas, each year's allowable increase would be 
calculated from the published CPI figures and administered as a 
flat ceiling for that year. The other options, however -- per- 
cent of CPI and cost-based index -- would require periodic col- 
lection and updating of expenditure weights (in the case of the 
cost-based index) and the ratio of operating costs and cash flow 
to income. Arguably, this need could be met by using annual data 
from the California Franchise Tax Board to measure changes in 
expenditures in the types of properties that this data base in- 
cludes. 

The following sections review possible strengths of the 
optional approaches, both from a substantive and an administra- 


tive perspective. 


4.5.1 CPI and Non-Shelter CPI 
Two of the candidate formulas tie rent increases directly to 
the Consumer Price Index: the first to the all-item CPI for the 


Los Angeles area and the second to the non-shelter portion of the 
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CPI. As shown in Exhibit 4-9, these two approaches would have 
produced rent increases over the 1977-1984 period similar on the 
average to the er peers of the 7% > ceiling, but, quite a1 tered 
from year to year and slightly higher overall. On the other 
hand, under 1984 price conditions both formulas would permit much 
more modest rises than 7%. Of the two formulas, the Non-Shelter 
CPI alternative has somewhat more technical appeal since it 
avoids the circularity of predicating rent increases on a base 
that includes the previous year's increase in rents. 

The advantage of using the CPI as a base is obvious, in that 
it is both a readily available and a widely used measure of price 
increases. Moreover, unlike the flat ceiling approach, tying 
rents to the CPI would permit them to rise with noticeable in- 
creases in costs. Although the 7% ceiling matched the CPI fairly 
well over the long term, it did not react quickly to offset year- 
to-year changes in landlord costs. Many observers have pointed 
out that the highest markups charged to movers occurred when 
inflation was well above 7%, reflecting landlord attempts to 
compensate for past and anticipated cost increases. Using the CPI 
as a base could moderate this impulse and help reduce the differ- 
ential between rents for vacated and non-vacated units. 

Of all of the formulas considered here except continuation 
of a Eat ceiling, the full’ CPL and Non=Shelter ser arcrcese 
clearly the easiest to implement, requiring the calculation of 
only a single number each year. The price change could be calcu- 
lated on a point-to-point basis (e.g., September to September) or 
as the percent change in average prices from one 12-month period 


to the next. 


4.5. 2 “Percent of CPI 

In contrast. to phe’ aldoiten and non-shelter CPI formulas, 
the Percent of CPI formula is designed to tie rent increases more 
closely to changes in costs paid by landlords, rather than aver- 
age price increases experienced by all citizens in the area. 
Specifically, this approach holds financing costs constant wove 


allowing rents to rise enough to cover the effeets of inflation 
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On operating costs and cash flow (or profit). Based on our sur- 
vey data, the ratio of operating costs to rents was 41% and the 
ratio of positive cash flow to rents was 17%. Thus the formula 
allows rents to rise at the sum of these two percentages, or 
currently at 58% of the CPl.«Given thats84%1of the landlord 
Surveyed for this study owned their properties free and clear or 
had fixed-rate primary mortgages, a formula which, like this one, 
assumes constant financing costs can be defended. If variable- 
rate mortgages with five to ten-year calls were to continue 
prominent in the years ahead, the formula might be varied or 
differentiated to acknowledge the variability of these costs. 

Ways might also be found to minimize the administrative 
complexity and cost of applying and updating such a formula. 
Information on the ratio of operating costs to income could be 
obtained from IREM, although, as shown in Exhibit 4-7 this ratio 
was lower than the ratio derived from the landlord survey, per- 
haps reflecting the fact that the IREM data covers the entire 
metropolitan area. The ratio derived from the FTB data might 
also be replicable in future years if the City could make an 


Ongoing arrangement with the State to this effect.20 


4.5.3 Cost-Based Index 

The cost-based index closely resembles the percent of CPI 
formula, and many of the same strengths and problems apply. The 
strongest point in favor of a purely cost-based adjustment for- 
mula is that overall inflation indices such as the CPI are not 
designed to measure changes in the costs of operating rental 
property. Inflation in building operating costs may be well 
above or below the general inflation rate, and it can be greatly 
affected by other influences. For example, the 1978 reduction in 
California property taxes significantly lowered landlords" oper- 
ating costs during a period of high inflation as registered by 
the CPI. Since the Cost Index-based approach is designed to 
capture such effects, it has the advantage of assuring landlords 
(and tenants) that rent increases reflect actual changes in land- 


lords" costs. 
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Also, as discussed previously, the price data used in the 
Index of Operating Cost developed herein are readily available 
from secondary sources. Indeed, the central criterion set for 
the selection of price data for this study was that they had to 
be easily obtainable in order to minimize City costs in updating 
the index from year to year. To be sure the accuracy of the 
price data would regularly be at issue. But, for reasons noted 
above, so would be the accuracy of the CPI as a reflection of 
landlord costs. This Index, although more complex to compile and 


udate, would offer maximum protection from irrelevance. 


lin deriving these weights, expenditures on other utilities (e.g., 
telephone) were distributed across these subcomponents in 
proportion to their relative importance in total utilities. 


2This same ratio will also later be used to test rent adjustment 
formulas which adjust rents based on a fixed proportion of the 
Cel 


3This is accomplished with the following formula: 
Allowable Rent Increased = A * I + B* C 


where A is the ratio of pre-tax cash-flow to rents, B is the 
ratio of operating cost to rent, C is the estimated percentage 
change in operating costs, and "I" is the all-item CPI for the 
Los Angeles area. 


4this increase was derived as follows: Rent Increase = Cel )e( Az) 
eM Gare ba ee WP GS et a) 


3Schedule E of the FTB data presents information on a larger num- 
ber of expenditure categories. However, the proportion of prop- 
erties reporting expenses in categories other than insurance, 
taxes, and utilities is relatively low. Moreover, the largest 
expenditure category, which was present in 93% of the records, 


was for unspecified “other expenditures." As a result, one can- 
not determine whether properties that did not report a given 
expenditure -- for example, payroll data -- had no hired employ- 


ees or if they simply included these expenditures as a part of 
"other" expenses. 


6These estimated price increases were derived by (1) rescaling the 
expenditure weights within each component (e.g., utilities) to 

sum to one; (2) multiplying each of the revised expenditure 
weights by the appropriate price increase; and (3) summing the 
products within each component. This procedure produced a 
weighted price increase of 3.7% “for utilities and 47627 fon, “other 
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expenses." 


The annual change in property taxes was set at 2% in every year. 
However, as we have seen, taxes fell by about 45% between 1977 
and 1984. Thus, the figures in the Exhibit do not capture the 
likely decline in 1978 (the year of the rollback). However, 


increases in the other years should be relatively close to actual 
trends. 


8specifically, Change in Rent = 


(.20b + .80i) * (Vesr7REHT) +9 (1. F2PEOC) “* (0CE=I7 Rt) = al veal eee 


where "b" is the rate on Baa Municipal Bonds; "i" is the interest 
rate on single-family mortgages; "PIOC" is the estimated percent 
increase in operating costs; "a" is the estimated increase in 


DEOpeCT LY values; and Vt-1, Rt-1, and OCt-1 are beginning of the 
period property values, rents, and operating costs. 


9The estimated rates of return for the two large and small "“proto- 
type" properties used in the analysis in Chapter 3 (Exhibit 3-1) 
also proved generally to be above the "fair" rate. 


10the 1985 contract rent for non-movers was estimated by: 


NMRg5 = (1 + Ai)R84, 


where Aj is the percent adjustment allowed uner the ith formula, 
and Rg4 is the average 1984 contract rent. The 1985 contract 
rents for movers was estimated by: 


MRg5 = (1 + u) (1 + Ai)R84, 


where u is the average mark-up paid by movers (114% in the sample 
as a whole). The average contract rent was estimated by: 


Rg5 = (l-m) NMR85 + mMrgs, 
where “m" is the mobility rate. 


llour initial intention was to inflate 1984 income by the average 
annual rate of income growth observed among Los Angeles renters 
between 1977 and 1984. However, this rate (9.7% on average) 
seems unreasonably high, given an average annual rate of growth 
in the CPI of ionly 7.97% for the 1977-84 period and onliye4.26 er 
1983-84. Therefore, we have applied the annual rate of change in 
the Los Angeles CPI to 1984 income. Specifically, for our "cur- 
rent price" formula estimates, we inflated household incomes by 
4.20% and for our “average trend" estimates we applied an infla- 
Hion factor ot 7.975. 


l2tn reviewing this Exhibit it will be recalled that "contract 
rent" refers to the amount that a tenant pays a landlord, which 
may or may not include a’ component: to defray the cost, of 
utilities. “Gross rent," on the other hand, includes utilities, 
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whether paid by the landlord or by the tenant. If the landlord 
Pays all utilities out of the rent payment received, then the 
tenant's contract rent is the same as his/her gross rent. 


l3the reader will recall that both of these permissible increases 
include the increase that the formual permits the landlord to 
charge stayers and the markup that they charge to movers, and 
that both are averaged across the whole population of the house- 
hold group. This explains the seeming anomaly that a 7% cap can 
permit an 11.5% average rent increase. 


14th comparing these Imputed and Market Rent estimates to our esti- 
mates of rents under optional formulas, one can adopt either of 
two assumptions regarding the relationship between regulated 
rents and Market (or Imputed Rents). The first assumption would 
allow regulated rents to exceed without limit the rents that 
would prevail in the absence of stabilization, while the second 
would impose Market (or Imputed) rents as a cap on regulated 
rents. As discussed earlier, the only formula that exceeds an 
unstabilized rent constraint is the 7% ceiling using last year's 
price trends. Exhibit 4-13 presents 1985 benefit estimates based 
on the assumption that Market (or Imputed) rents therefor do not 
constrain the rents that may be charged under rent stabilization. 
Note that the alternative assumption would have been produced 

the same positive benefits, but no negative ‘benefits. silngotner 
words, the negative entries in the table would all be zeros. 


151984 revenues for units that are not vacated are assumed to be: 


NVRg4 = (1+Ai) * R83, 


where Aj is the percent increase allowed by the ith formula, and 
Rge is the average per unit rent revenue in 1983.) Rentseinsunucs 
that are vacated are given by: 


VRg4 = (1 + u) (1+Ai) * R83, 


where u is the same percentage markup used previously. The two 
1984 revenue estimates are then combined in a weighted average, 
where the weights reflect landlord estimates of the share of 
units vacated over the past year (15.5% for the sample as a 
whole). This turnover estimate is significantly lower than the 
20.4% rate implied by the tenant survey. We opted to use the 
landlord's turnover estimate in conjunction with their revenue 
and expense data, while using the tenant's turnover estimate in 
conjunction with their rent and income data. 


léspecifically, turnover rates were calculated by type of property 
from the landlord survey, using the ratio of units vacated to 
total rentable units. Recent mover markups for each type of 
property were obtained from the tenant survey. Finally, each 
group's average operating costs were inflated by the 1982-83 PIOC 
calculated from that group's expenditure weights (see Exhibit 
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1’properties in the least affluent LMPAs appear to make the great- 
est revenue gains under all formulas. This appears to be the 


result of particularly high markups reported by recent movers in 
these areas. 


18specifically, assuming that a given formula reduces landlord 


Poe. by Li (relative to the 7% ceiling), property tax reve- 
nues will be reducted by tc * B * GRM * Li, where tc is the aver- 
age property tax rate (1.071987%), B is the share of properties 
sold annually, and GRM is an average gross rent multiplier ob- 
tained from 1984 DAMAR data (9.14). Because turnover rates for 
Los Angeles properties vary quite substantially from year to 
year, we have tested both a current rate -- 0.0670 observed in 
1984 -- and an average rate --0.0797, the 1979-84 average. 


19ty Simulating the implications of continuous formula control, all 
rents were allowed to rise by the maximum adjustment amount 
regardless of occupancy status. In simulating the 10% cap, we 


allowed rents in newly occupied units to increase 10% over their 
1984 levels. 


20Tt should be noted that the ratio of cash flow to income used in 
our analysis was based on landlord-reported financing costs which 
included both interest and principal payments. IREM provides no 
financing data and the FTB data reports interest only. If policy 
makers do not wish to allow payments to equity to increase with 
inflation, the ratio will have to be updated by some other means. 
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CHAPTER 5 
ALTERNATIVES AND SUPPLEMENTS TO RENT STABILIZATION 


The analysis of the financial benefits and costs Of rene 
stabilization in Los Angeles in Chapter 2 indicated that the 
System produces significant benefits for some types of tenants, 
largely according to their relative length of tenurcrimecnca 
units. Although not all long-tenured households are elderly or 
have low to moderate income, these characteristics are dispropor- 
tionately represented in the groups that receive most of the sub- 
sidy provided through the stabilization program. Their benefits 
are largely financed by higher-income and younger renters, who 
often pay rents higher than those likely to have been charged in 
the absence of rent stabilization. However, subsidy sometimes 
flows in the opposite direction -- from needy households to ones 
that are financially better off. About one-quarter of the long- 
tenured households have annual incomes in excess of $40,000, 
while many tenants with less than $20,000 in family income re- 
ceive no benefits. 

This Chapter responds to our assignment to consider some 
options to rent stabilization that would deliver similar benefits 
to the needy and to elderly households irrespective of their 
incomes. In particular, it examines a number of different pro- 
grams that could be enacted to increase the affordability of 
rental housing to low- and moderate-income households and other 
elderly households within the City. Note that these alternatives 
can only address equivalent financial benefits. It is assumed 


that the non-monetizable benefits conferred by the rent stabi- 


lization Ordinance -- such as protection against unlawful evic- 
tion =— could be retained even FE Stabilization Pel Se were 


discontinued. 
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Four major questions will be addressed in the analysis: (1) 
who would be eligible for these optional forms of assistance; (2) 
how the benefits could be distributed; (3) how much subsidy would 
be required per household and how many households could be 
served from a given revenue base; and finally, (4) how the re- 
quisite funds could be raised. The objective of this analysis is 
to present some broad parameters that could be used to assess the 
nature and scope of alternative subsidy programs and funding 
mechanisms. It does not attempt a detailed look at the relative 
strengths and weaknesses of these various approaches, or at the 
numerous ways that each program might be structured. 

Several basic constraints on the analysis should be empha- 
Sized at the outset. The first relates to the nature of the 
programs considered. Following consultation with the City's Rent 
Stabilization Division (RSD), we have restricted our analysis to 
programs that deal explicitly with housing. Thus, for example, 
we have not considered options which would attack poverty from 
the income side (such as a negative income tax or an increase in 
welfare payments). Similarly, in considering ways to raise the 
requisite funds, we have uniformly assumed that the tax base will 
be restricted to rental housing. As a result, we have not con- 
sidered more broad-based schemes that might extend the funding 
source to owner-occupants or to other financial flows associated 
with residential or non-residential real estate. We have also 
restricted the taxing options to approaches that are consistent 
with the limitations imposed by Proposition 13. Again, all of 
these decisions have been made following consultation with the 
RSD. 

The Chapter begins by examining the number of households 
that would be eligible for alternative assistance, as well as the 
aggregate level of benefits that they currently receive from rent 
stabilization. It then examines the nature and the cost of three 
basic types of programs that could be used to increase the af- 
fordability of rental housing: (1) housing vouchers; (2) subsi- 
dized new construction (or substantial rehabilitation of rental 


housing); and (3) conversion of existing properties to low-income 
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cooperatives or condominiums. The Chapter concludes with an 
examination of some revenue raising schemes that might be used to 


finance such programs. 
5.1 Program Eligibility and Funding Requirements 


Two alternative sets of eligibility requirements (and asso- 
ciated funding levels) will be considered in the analysis. Under 
the first; eligibility would’be restricted to ‘yvery low ome low, 
income tenants (as defined by HUD) in the rent-stabilized popula- 
tion.l In the subsequent discussions, we will call this the 
"low-income" program. Under the second approach, eligibility 
would be extended to include moderate-income tenants, plus all 
other elderly renters. This alternative will be referred to 
henceforth as the "mixed income” program. “Funding Level scuror 
each alternative would be determined by the aggregate net dollar 
benefits currently received by the eligible households from rent 
Stabilization. 

Exhibit 5-1 presents information on the two different target 
groups, and on the aggregate annual benefits that they receive 
under rent stabilization, with these benefits considered from the 
Standpoint of both of our concepts of unstabilized rent Levels: 
The Exhibit also presents information on the number of households 
that would be ineligible for assistance using each eligibility 
criterion and on the net money costs in premiums above unstabil- 
ized rents that they incur due to rent stabilization, |The tice 
estimate of net benefits/costs in the Exhibit is based on the 
concept of Imputed Rents, which assumes that, in the absence of 
rent stabilization, rents in Los Angeles would have increased by 
the same proportionate amount as they have in surrounding unsta- 
bilized areas. The second estimate is based on the concept of 
Market Rents, which assumes that the rents paid by recent movers 
in Los Angeles are the same as those that would have been paid by 
all tenants if there were no rent stabilization. ~The Exhibit 
also shows the inclusion and exclusion of elderly households in 


each grouping. 
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EXHIBIT 5-1 


HOUSEHOLD ELIGIBILITY AND BENEFIT LEVELS 


Eligible Ineligible 
Households Households 


Low-Income Program! 
Number of Households (1000s) 244 245 
Percent Elderly 19% 8% 


Aggregate Benefits ($1,000,000s) 


Based on Imputed Rents $82.9 -$41.8 
Based on Market Rents $1390 -$33.0 
Mixed Income Program 
Number of Households (1000s) 350 139 
Percent Elderly 19% 07% 


Aggregate Benefits ($1,000,000s) 
Based on Imputed Rents S128.9 -$87.5 


Based on Market Rents SW eis Be -$67.5 


l. Eligible households include all “very low'' and "low" income tenants. 
2. Eligible households include all "very low," “low," and "moderate" 
income tenants, plus upper-income elderly renters. 
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The Exhibit shows that if eligibility were restricted to 
“very low" and "low" income renters, about 244,000 households, or 
about half of the rent-stabilized households in the City would be 
eligible for some assistance. The estimated benefits received 
from stabilization by these households total something in the 
range of $83-139 million per year. Conversely, the households 
that would be ineligible (i.e., households with incomes that are 
not "low" or "very low" by HUD standards), are estimated to cur- 
rently pay some $33-42 million per year in premiums above the 
rents they would pay if stabilization had never been enacted. It 
will also be noted that about two-thirds of the elderly house- 
holds in stabilized units would be eligible under this concept 
while one-third would not. 

Under the mixed-income program, on the other hand, about 
350,000 households would be eligible for assistance, or about 72% 
of the City's rent-stabilized households. The aggregate net 
benefits estimated to have been received by this larger group 
from rent stabilization are in the range of $129-173 million per 
year. Ineligible households -- which would now consist entirely 
of upper income, non-elderly tenants -- have been estimated to 
pay premiums of between $68 million and $88 million a year as a 
result of rent stabilization. No elderly households that are now 
stabilized would be ineligible for assistance under this concept. 

As the Exhibit and the discussion above make clear, deliver- 
ing equivalent benefits to the members of either group of benefi- 
ciaries would involve more dollars than the net subsidy now re- 
ceived by all rent-stabilized tenants because the net benefits 
received by the households targetted under either eligibility 
concept would not be offset by the net premiums above unstabil- 
ized rents that are paid by the ineligible households. fThus, 
providing equivalent benefits to the target groups would require 
a source of funds that would generate something between $83 mil- 
lion and $173 million per year, depending upon (1) which concept 
of eligibility was adopted; and (2) which standard of comparison 


to unstabilized rent levels was selected. 
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5.2 Ways to Distribute Benefits 


This section explores some alternative approaches which 
might be used to distribute benefits to eligible households, 
given the eligibility requirements and funding levels derived 
above. Three basic approaches have been considered. The first 
is the introduction of rental subsidies similar to Housing Vouch- 
ers. The second is a supply-oriented approach (i.e., subsidized 
new housing construction or rehabilitation), while the third 
involves the development of low-income cooperatives. For each of 
these broad options, we have estimated the average subsidy (or 
cost) per household. We have also derived the number of house- 
holds that could be served in any year, assuming the minimum and 


maximum funding levels of $83 million and $173 million per year. 


Deo Sa: Housing Vouchers 


One approach to addressing the housing needs of low-income 
renters is to introduce a Housing Voucher program comparable to 
the national Demonstration currently underway. Under such a 
program, households would be given a subsidy payment equal to the 
difference between 30% of their income and the cost of a proto- 
typical "modest" rental unit. Households would receive this 
subsidy regardless of their actual rents, so that the resulting 
rent-to-income ratios might be different from 30%. Under the 
terms of the national Demonstration, households must occupy 
dwelling units that meet certain physical conditions and occu- 
pancy standards. However, such standards could presumably be 
modified if a local program were initiated.2 

In examining this program option, we have estimated the cost 
of a modest unit in two different ways. We begin by using Fair 
Market Rents (FMRS) as determined by HUD. Such rents are estab- 
lished by examining the gross housing costs of recent movers in 
standard units (excluding new construction) and are relatively 
close to the housing costs reported by recent movers in our sur- 
vey. However, in addition to FMRs, we have used the average 


Imputed Rents that were derived as part of our analysis of tenant 
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benefits (and which reflect rents charged in surrounding unsta- 
bilized areas). Since recent movers tend to pay more in any 
market, even in the absence of rent stabilization, the use of 
average Imputed Rents (based on movers and stayers alike), would 
tend to reduce the amount of subsidy provided to any household.3 

Exhibit 5-2 presents the two alternative monthly standards 
that have been used in this analysis. Following the procedures 
employed by HUD, these standards are allowed to vary by bedroom 
count. The Exhibit shows the way in which different sized house- 
holds are assigned units of different room sizes for purposes of 
calculating the prototypical rent against which the 30%-of-income 
standard is measured. While these household size/room standards 
are roughly consistent with those employed by HUD, they could 
again be modified or adapted if a local rent subsidy program were 
enacted. 

Exhibit 5-3 presents estimates of the average subsidies 
required per household under a number of different assumptions 
regarding (1) program eligibility; (2) the rene charged 16184 
"modest" unit; and (3) the proportion of income that is selected 
as the maximum affordability standard (i.e., 30% or 40% of house- 
hold income). In addition, we have estimated the number of oth- 
erwise eligible households that would actually qualify for a 
voucher because a prototypical unit would cost more than the 
income share defined as affordable. Again, households are as- 
sumed in the Exhibit to qualify if the cost of a modest unit 
exceeds 30% (or, alternatively, 40%) of their monthly income. 

Several broad conclusions can be drawn from the Exhibit. To 
begin with, extending eligibility beyond the very low and low- 
income households to families with higher incomes would not pro- 
duce a significant increase in the number of potential voucher 
recipients. Under the 30%-of-income criterion, only 6% of mo- 
derate-income households would qualify for a housing voucher if 
subsidies were based on FMRS, and only 2% would qualify if 
Imputed Rents were used as this basis. No households of this 
income class would be eligible if the affordability criterion was 


raised to 40% of income. Similarly, virtually no upper income 
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EXHIBIT 5-2 


COST AND OCCUPANCY STANDARDS FOR A VOUCHER PROGRAM 


Efficiency 
One-Bedroom 
Two- Bedroom 
Three-Bedroom 


Four-Bedroom 


COST STANDARDS 


FMRs 
$416 
490 
567 
741 


851 


Imputed 
Rents 


$323 
$406 
$530 
$701 


$709 


OCCUPANCY 
STANDARDS 


l person 
2 persons 
3-4 persons 
5-6 persons 


7+ persons 
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EXHIBIT 5-3 


AVERAGE SUBSIDY LEVELS UNDER A VOUCHER PROGRAM 


Cost Standards 


Cost Standard Based on FMRs Based on Imputed Rents 


Potential Potential 
Subsidy Subsidy 
Average Recipients ¢ Average Recipients + 
Monthly Eligible Monthly Eligible 
Subsidy* Households Subsidy? Households 
Low-Income Program 
Based on 30% 225 100% 188 86% 
Based on 40% 213 70% 190 55% 
Mixed-Income Program 
Based on 30% 223 712% 186 61% 
Based on 40% 2Ez 497, 190 397 
Very Low Income 
Based on 30% 320 100% 249 100% 
Based on 40% 254 100% 220 84% 
Low Income 
Based on 30% 109 100% 79 68% 
Based on 40% 62 34% 38 ZY, 
Moderate Income 
Based on 30% 33 6% z9 2h 
Based on 40% 0) 0% 0 0 
Upper-Income Elderly 
Based on 30% 0 0% 0 0% 
Based on 40% 0 0% 0 0% 


l. Average subsidy excludes otherwise eligible households whose 
affordable housing costs exceed the given cost standards. 
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elderly would be eligible for a voucher regardless of the proto- 
typical rent basis or income share standard employed. Asa 
result, unless one altered the basic cost and affordability stan— 
dards, eligibility for such a program would be very largly re- 
stricted to low and very low-income households. 

The second general conclusion is that almost all very low 
income households would qualify for the program, regardless of 
the underlying cost and affordability standards employed. How- 
ever, eligibility rates among low-income households would vary 
Significantly with these factors. All low-income households 
would qualify for assistance if one employed FMRs in combination 
with a 30%-of-income affordability standard (the mix that pro- 
duces the highest overall subsidies and represents the criteria 
employed by HUD). However, only 21% would qualify if households 
were measured by whether they devote 40% of their incomes to 
housing and if the housing cost standards were based on Imputed 
Rents. The inclusivity of households of modest income under 
either eligibility standard reflects the fact that low- and very 
low-income households as a group now pay an average of 39% of 
their incomes in rent. 

The figures in Exhibit 5-3 also clearly illustrate thatei: 
vouchers were provided to all those eligible in the amount neces- 
sary to make their housing affordable, the subsidies that would 
flow from such a voucher program would far exceed the net finan- 
cial benefits that have been provided to the target beneficiaries 
by rent stabilization. The estimated net monthly benefits cur- 
rently received from rent stabilization by very low-income house- 
holds average from $26 to $55 per month, compared to subsidies 
ranging from $220 to $320 per month under a housing voucher 
approach. Similarly, low-income households now save an average 
of between $4 and $24 per month as a result of rent stabiliza- 
tion, compared to estimated voucher subsidies that would range 
from $38 to $109 per month. Finally, while moderate-income 
households are currently receiving net benefits from stabiliza- 


tion (saving between $24 and $27 per month, on average), only a 
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handful of such households would receive a subsidy if a voucher 
approach were adopted using eligibility criteria of the kind 
described herein. 

Since funding vouchers of the number and magnitude required 
to bring the target beneficiary populations within the housing 
affordability range would cost so much more than rent stabiliza- 
tion provides to these populations in benefits, it follows that 
if the voucher program were limited to an amount of money equiva- 
lent to rent stabilization benefits, either many eligible house- 
holds would not receive vouchers or all households would receive 
vouchers much smaller than would be necessary to make their hous- 
ing costs "affordable." Exhibit 5-4 presents estimates of the 
number of households that could be fully served (i.e., brought 
into the affordability range by vouchers) in any year, assuming 
funding levels ($83 and $173 million per year) set at the minimum 
and maximum measures of net rent stabilization benefits. Note 
that the "high" funding level is based on the benefits received 
from stabilization by moderate-income as well as lower-income 
households, plus all elderly tenants. As we have seen, extending 
nominal voucher eligibility to moderate-income households does 
not produce a large increase in the number of households that 
would actually qualify for a voucher under a voucher program 
following these affordability rules. Nevertheless, we have in- 
cluded this funding level in the analysis to illustrate the num- 
ber of eligible households that could be fully served if a larger 
program were adopted. 

Because the average fully served participant would need to 
receive a subsidy ranging from about $2,256 to $2,700 a year 
(depending on the cost and affordability standards employed), the 
Exhibit shows that a "small" voucher program (i.e., one costing 
583 million a year) coulda fully support about 317000 tor 2g, 000 
households. This represents between 13% and 27% of all of the 
households that would qualify for a voucher. If a larger program 
were adopted, the number that could be fully served would be 
approximately doubled. If all of the program money were directed 


to very low- and low-income households, between 65,000 and 75,000 
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EXHIBIT 5-4 


MAXIMUM NUMBER OF PARTICIPANTS 
PER YEAR IN A VOUCHER PROGRAM 


Small Program Large Program 
($83 million) ($173 million) 
Based Based on Based Based on 
on FMRs Imputed Rents on FMRs Imputed Rents 
30% 40% 30% 40% 30%. 2407, 30% 40% 
Low Income Program 
Potential Voucher 
Recipients! (1000s) 244 171 210 134 24a AG1 210 134 
Number Issued (1000s) 31 32 37 36 65 67 ie 75 
Percent Served eS, 19% 18% PYLE PLUG 39% SHE 56% 
Mixed Income Program 
Potential Voucher 
Recipients! (1000s) 249 EZ 214 WEy7/ 249 Mii 72 214 LS7 
Number Issued (1000s) Syl 313} Bh 36 65 68 78 76 
Percent Served V2, 19% Li Ve 262% 20% 407 36% SSA 


l. Potential subsidy recipients are less than the number of target 
households, since some eligible households do not require a housing 


voucher. 
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households could be fully served, representing between 27% and 
56% of all those eligible. Of course, if funding were entirely 
constrained to the net number of dollars now delivered by rent 
Stabilization to the target beneficiaries, it might be decided 
that it would be better for all eligible households to receive 
some subsidy than for a few to receive full subsidy. If so, more 
households could be served, but only at a fraction of the level 
necessary to bring them into the affordability range. 

. However, in interpreting these statistics, it is also impor- 
tant to recognize that experience in programs of the voucher type 
indicates that not all eligible households would be likely to 
participate in a voucher program, even if it offered open-enroll- 
ment. For example, in the early 1970s, a large-scale voucher 
program was initiated on a demonstration basis in 16 metropolitan 
areas. This program -- called the Experimental Housing Allowance 
Program (EHAP) -- registered participation rates that ranged from 
about 40% of eligible households if minimum quality standards 
were imposed, to about 80% of eligible households if the grant 
were unrestricted.4 Participation rates in a local program would 
undoubtedly depend on a variety of factors, including the size of 
the rental subsidy, the stringency of quality standards and the 
method of outreach to potential participants. Nevertheless, there 
is reason in history to expect some shortfall between the actual 
and the theoretical numbers of applicants for vouchers, so that 
the fraction of applicants that could be fully or paretally 
served at any level of funding might be noticeably larger than 
suggested by the figures in the Exhibit. 

In sum, therefore, analysis of the voucher option indicates 
that, although vouchers could be used to help reduce the unsta- 
bilized rents of target beneficiary groups, limiting the total 
value of the vouchers to the number of dollars now saved by these 
groups through rent stabilization would mean that only a small 
minority of them could be subsidized to the point where they 
could afford the unstabilized rents that they would then be re- 
quired to pay. Since many households in these groups cannot 


"afford" the rents they are now in fact paying (i.e., they are 
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now paying more than 30-40% of their income for housing), the 
Sponsors of a new voucher program might want to establish dif- 
ferent affordability criteria than have been Used elsewhere, of 
set a program objective that was not based on a share-of-income 
Standard. Nevertheless, the analysis suggests that any voucher 
program conceived along the lines of past national experiments 
would need to choose between quite modest program goals and a 
Substantially higher level of funding than could be provided 
simply by matching the current net flow of money benefits from 


rent stabilization. 


5.2.2 New Construction 

Another broad option to rent stabilization would be to sub- 
sidize new construction (or substantial rehabilitation) of hous- 
ing in the City of Los Angeles. While such supply-oriented ap- 
proaches are typically more expensive than housing vouchers, they 
serve to increase the housing stock, and thus may be relatively 
effective in tight housing markets. Accordingly, this section 
examines the number of households that could be served if such a 
program were initiated, as well as the average subsidy required. 
Several types of subsidies are considered, including: (1) an 
up-front construction grant; (2) an interest-rate subsidy; or (3) 
a rental supplement similar to that described in the previous 
section. 

In order to make these calculations, we first had to esti- 
mate the average cost of a newly constructed unit. These esti- 
mates are presented in Exhibit 5-5, and range from $44,000 for a 
new efficiency to $80,000 for a newly constructed four-bedroom 
unit.5 We also had to estimate the mortgage terms that would be 
faced by project developers. Based on conversations with local 
lenders, we assumed an 11.5% variable-rate mortgage with a 30- 
year term and a 15% down payment. Finally, we had to estimate the 
monthly costs of operating the unit. Here, we used the average 
operating and maintenance expenditures that were reported in the 
landlord survey, updated to 1984 dollars ($122 per unit per 


month). We also assumed that households pay an additional $43 a 
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EXHIBIT 5-5 


ESTIMATED NEW CONSTRUCTION COSTS 


Development Monthly 
Efficiency $44 ,000 $3395 
One-Bedroom $53,000 S611 
Two- Bedroom $62,000 $687 
Three-Bedroom $69,000 $746 
Four-Bedroom $80,000 $838 


1. Monthly costs include the sum of building operating and 
maintenance costs ($122) mortgage payments, (at market rates), and 
tenant utility payments ($43). Mortgage payments were derived by 
assuming a 30-year term, a 15 percent downpayment, and an 11.5 percent 
interest rate. 
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month for utilities (the average derived from the tenant survey). 
While these assumptions are necessarily crude, the figures pre- 
sented below should help to define the broad parameters of a 
Supply-oriented approach. 

Three types of subsidies have been analyzed. The first is 
an up-front construction grant, which would be used to reduce the 
mortgage and, hence, the requisite financing costs. The size of 
the grant was derived by first calculating the project's net 
Operating costs assuming that households paid 30% (or, alterna- 
tively, 40%) of their incomes on housing (including utilities). 
We then estimated the mortgage amount that could be supported 
within this “affordable" net operating income (NOI) level, assum- 
ing the market interest rate. The difference between this 
"affordable" mortgage amount and the one that was actually re- 
quired was then used to determine the size of the construction 
grant necessary to provide the incentive required to get the unit 
constructed, 

The second option considered is a below-market interest rate 
loan, which would serve to bring financing costs in line with the 
"affordable" NOI. The subsidized interest rate is derived by 
taking the mortgage amount (at full market value) and finding the 
rate that would equate NOI and financing costs (again assuming a 
30-year term). 

The final option considered is a rental supplement. This 
approach does not subsidize new development directly; rather, 
Similar to some existing Federal programs, the program would 
encourage private construction on unsubsidized terms by supple- 
menting the income streams tenants. The size of the rent supple- 
ment was set equal to the difference between the landlord's mort- 
gage payment (at full market rates) and the “affordable™ NOI that 
would result when the landlord's costs were subtracted from the 
amount that the tenant could afford to pay before being subsi- 
dized. 

The results of these calculations are provided in Exhibit 
5-6, which presents information on the average cost of newly 


constructed units, the average mortgage amount (at 85% of devel- 
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EXHIBIT 5-6 


NEW CONSTRUCTION SUBSIDIES 


HUD CLASSIFICATION 


Low Mixed Very Upper 
Income Income Low Low Moderate Income 
Program Program Income Income Income Elderly 


Average Cost (Price) $54,187 $53,078 $947, 392 S53 7999 $50,658 SG9 4022 
Mortgage $46,059 $45,116 $46,233 $45,848 $43,059 $41,675 
Rent Supplement! 


30% Income 334 280 425 DIES: We. Q 
40% Income 240 aah 359 95 0 6) 


Con's tructeLlon Grane 


30% Income 33,696 24 ,818 BSL 22a ial: a5 70L 0) 

40% Income 24,064 16,802 BOR 200 Qh UE 0 0 
Maximum Interest Rate 

(@ 30 years) 

30% Income N/A 3.447, N/A 4.45% 10.07 L150 

40% Income 39% (6 SSVA N/A Sha / SYA ha So) HL 6 Sx0) 
Number of Eligible 

Households 244 ,000 350,000 134,000 110,000 96 ,000 10 ,000 
Proportion Requiring 

Subsidy 

30% Income 100% 887% 100% 100% 65% 0% 

40% Income 99% 697% 100% TVA 0% 0% 


l. Excludes households with zero subsidies. 
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Opment costs), and the average subsidies that would be required 
in order to bring the costs of these units in line with what the 
target households could afford to pay. Once again, we have used 
two affordability standards in making these calculations, as well 
as two different eligibility criteria. 

The Exhibit shows that when participation is restricted to 
low- and very low-income households (see the first column), the 
average unit would cost a bit more than $54,000 to develop, of 
which about $46,000 would be mortgage-financed. Using the 30% 
affordability criterion, the average unit would require a rental 
Supplement of about $334 per month to a tenant from one of these 
income groups. Alternatively, a construction grant of about 
$34,000 would be required to bring the rent within reach of such 
a tenant without supplementing the income of the household. As 
for the subsidization of the interest rate on the mortgage, the 
Exhibit indicates that even if the City were to bring the rate to 
zero == making construction of the unit interest-free -- new con- 
struction would still not be a viable option to house the average 
eligible household. Thus, pure interest subsidy would not be an 
efficacious subsidy option. Moving on down the column, the 
Exhibit shows that 244,000 households would be eligible to par- 
ticipate in this program, and that all of them would require sub- 
sidies if they did. 

When the affordability standard is increased to 40%, the 
requisite subsidies fall. However, the average construction 
grant would still have to be about 44% of development costs in 
order to make the average unit affordable to the average eligible 
participant. Alternatively, the city would need to provide a 
30-year below-market mortgage loan at about 3.9% or a rental 
supplement of about $240 per month. Virtually none of the eligi- 
ble households in this "Low Income" group of eligibles could 
aLLoOLrd to pay the rents necessary to support the true, unsubsi- 
dized cost of the project (defined as the sum of operating and 
financing costs), regardless of the affordability standard em- 


ployed. 
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The depth of the average subsidy required would be reduced 
at least somewhat if moderate-income households (and upper-income 
elderly) are assumed to participate in the program (see the sec- 
ond column of the Exhibit). About 35% of moderate-income house- 
holds would not qualify for a subsidy, using a 30%-of-income 
affordability standard. None of these households would qualify 
for a subsidy if a 40% standard were employed. Similarly, no 
upper-income elderly households would qualify, again regardless 
of the affordability standard. Those households who would not 
qualify for subsidies are excluded from the calculations that 
underlie the rent supplement estimates in the Exhibit. The aver- 
ages shown are only for the households that would qualify. It 
will be noted that within this concept of overall program eligi- 
bility it becomes much more important whether one employs the 30% 
or the 40% share-of-income affordability criterion. 

Assuming that a project contains a representative mix of 
low- and moderate-income households, the 30% affordability crite- 
rion would lead to an average construction grant of $2478) G5per 
unit, or a subsidized interest rate of about 3242. If a rent- 
supplement approach were adopted, the average unit would have a 
monthly subsidy of $280 if the 30% criterion were used, or $241 
if one adopted the 40% standard. The subsidized interest rate 
would range from about 3.4% to about 6.3%, depending upon the 
affordability criterion used. 

Having analyzed what it would cost per unit to bring new 
construction within the affordable range for the target benefici- 
ary groups, Exhibit 5-7 presents estimates of the number of new 
units that could be supported under a new construction program 
that might be financed by an amount equivalent to the net bene- 
fits received by these groups from rent stabilization. As be- 
fore, two funding levels have been examined, representing expen- 
ditures of $83 million and $173 million a year, respectively. 
Note that with up-front construction grants, the number of units 


developed would increase over time (assuming continuation of the 
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Low-Income Program 


Construction Grants 
Per Year 
Five-Year Total 


Rent Supplements/ 
Below-Market Loans 


Mixed-Income Program 
Without Rent Skewing 


Construction Grants 
Per Year 
Five-Year Total 


Rent Supplements/ 
Below-Market Loans 


Mixed-Income Program 
With Rent Skewing 


Constructions Grants 
Per Year 
Five-Year 


Rent Supplements/ 
Below Market Loans 


EXHIBIT 5-7 


SUBSIDIZED CONSTRUCTION ACTIVITY 


Small Program 


($83 Million) 


307% 


Income 


2,500 
12,500 


20,700 


3,300 
16,700 


28,100 


3,600 
18,200 


30,600 


40% 


Income 


3,500 
17,500 


29,000 


4,900 
24,600 


41,600 


8,500 
42,300 


71,200 


Large Program 


30% 


Income 


5,200 
26,000 


43,300 


7,000 
35,000 


58 ,700 


7,600 
38 ,000 


64,000 


($173 Million) 


40% 
Income 


7,300 


36,600 


60,700 


10,300 
51,500 


87 ,000 


17,700 
88,500 


149 ,000 
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Program). As a result, in addition to presenting estimates of the 
annual number of units that could be developed with such grants, 
we have also presented cumulative five-year totals. 

The Exhibit indicates that if the construction program were 
restricted to low-income households -- and if funding were set at 
$83 million a year -- construction grants could support between 
2,500 and 3,500 units a year, depending on the affordability 
Standard employed. Below-market loans or rent supplements would 
Support between 21,000 and 29,000 units a year. Due to the 
higher costs of new construction, these program levels are well 
below those estimated to result from a voucher approach, which 
could support between 31,000 and 37,000 households a year with 
the same basic funding level. If funding were to rise to $173 
million, the Exhibit shows that construction output would approx- 
imately double. 

If the program were expanded to moderate-income households 
-- and if each project contained a representative mix of low- and 
moderate-income tenants -- the number of units that could be 
built would increase significantly. Construction grants could be 
used to support between 3,300 and 4,900 units a year under the 
smaller program ($83 million). Similarly, between 28,100 and 
41,600 households could be supported with rent supplements or 
below-market loans. Although these figures are close to those 
derived in the housing voucher option, not all participating 
households would need a subsidy to live in these units. Using a 
30% criterion, 12% of the project's tenants would be market- 
rate; with a 40% criterion, this share would increase to 31%. As 
a result, the number of subsidized households supported by such a 


program would range from 24,700 to 28,700.6 


5.2.3 The Development of iLow- and sModerate—-Income 
Cooperatives 


The final option considered here is the conversion of rental 
properties to low- or moderate-income cooperatives (or condo- 
miniums). Once again, we consider three ways to subsidize such 


developments: (1) an upfront grant; (2) an interest-rate subsidy; 
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Or (3) a monthly supplement for housing costs. The basic calcu- 
lations are identical to those described in the previous section. 
However, instead of new construction prices, we have used the 
average values of rental properties as reported in the landlord 
Survey. Exhibit 5-8 shows the sales prices and average costs 
used in this analysis.7 We have also assumed that the household 
makes a down payment of 3%. The remaining assumptions about 
interest rates, utility costs, and other building operating sand 
maintenance costs are the same as those employed in the analysis 
of new construction. 

Exhibit 5-9 presents estimates of the proportion of eligible 
households who would be financially able to participate in a 
coop-conversion program, and of the proportion that would require 
some kind of subsidy to do so. These statistics are presented 
for all households that are eligible under each criterion, as 
well as for the individual income groups. If, under the applica- 
ble share-of-income criterion the household can afford to pay all 
operating and financing costs at current interest rates, the 
household is shown as "market rate." All remaining households 
are assumed to require a subsidy in order to participate in the 
program. Note that our estimates have all been based on the 
household's current income. Since we do not have information on 
accumulated wealth, we are unable to estimate the ability of 
households to meet the down payment requirement or, at the other 
extreme, to reduce their monthly payments by reducing the size of 
their loan. 

When eligibility is restricted to very-low and low-income 
households (first column), all of the target population would 
require subsidies in order to participate. The incomes of 21% of 
such households could not fit even the operating costs of the 
unit within the 30% affordability critezion. “All of the remam— 
ing 79% would require subsidy to carry the financing costs. Put 
another way, uSing a 30% affordability standard, none would be 
"market rate." Using a 40% criterion, however, 25% of the target 


beneficiary group would not require a subsidy. As can be seen, 
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EXHIBIT 5-8 


ESTIMATED COOPERATIVE COSTS 


Sales Monthly 

prrce Costs 
Efficiency $29,000 $444 
One-Bedroom $35 ,000 $501 
Two-Bedroom $41,000 Sp ey) 
Three-Bedroom $45 ,000 Spey 
Four-Bedroom $52,000 $665 


1. Monthly costs include the sume of building operating and 
maintenance costs ($011), utility payments ($43), and financing costs 
(assuming a 30-year term, a three percent down payment, and an 11.5 
percent interest rate). 
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EXHIBIT 5-9 
SUBSIDY NEEDS IN LOW- AND MODERATE-INCOME COOPERATIVES 


(3% Down Payment) 


HUD CLASSIFICATION 


Low Mixed Very Upper 
Income Income Low Low Moderate Income 
Program Program Income Income Income Elderly 
30% Affordability 
Criteria 
% Requiring Oper aiptue 
Cost Subsidy PIN 14% 38% 0% 0% O% 
% Requiring Financing 
Cost Subsidy Only? 79% 61% 62% 100% 21% 0% 
% Market Rate 0% Zor 0% OZ% 79% 100% 
40% Affordability 
Criteria 
% Requiring Operating 
Cost Subsidy ey 4 3% 97% 0% 0% O% 
% Requiring Financing 
Cost Subsidy Only? De 50% 91% 47% 0% 0% 
% Market Rate 24% 47% 0% 33% 100% 100% 


1. Households in this group cannot afford to cover the monthly 


operating and maintenance costs at $165 per month. 
2. Households in this group can afford to pay monthly operating 
and maintenance costs, but require a subsidy to cover financing costs at 


market rate. 
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when one extends eligibility to moderate income households, as 
well as upper-income elderly, a larger proportion of the target 
group would be able to pay market rates. 

Exhibit 5-10 presents estimates of the average subsidies 
that would be required in order to support a low or mixed income 
cooperative. In estimating these subsidies, we assumed a 3% down 
payment and that households whose income could not support the 
unit's operating costs would not be excluded from the program for 
that reason. We also ruled out inter-project transfers. In 
other words, we assumed that "market" rate households would not 
help to subsidize the housing costs of poorer residents and that, 
as a result, their monthly housing costs would be equal to the 
sum of operating and financing costs (at market rates). 

If the program were restricted to very low- and low-income 
tenants, the average unit would require an up-front grant of 
between $14,000 and $22,000, or a below-market loan at between 
1.6% and 5.7%. If a rental supplement were used, it would aver- 
age between $188 and $221 per month. 

If program eligibility were extended to all elderly or 
moderate- income households -- and again, its projects contained 
a representative mix of the different income classes -- average 
subsidy levels would decline. This pattern reflects the fact 
that "market rate" families would represent between 34% and 55% 
of all participants, and could thus bear a larger proportion of 
the cooperative's costs. The average monthly subsidy under such 
a program would range from $188 to $205 a unit (excluding those 
with zero subsidies). Alternatively, the average up-front grant 
would range from $10,000 to $15,600, while the subsidized inter- 
est rate would range from 5% to 7.4%. Exhibit 5-11 shows the re- 
sults if one excluded from the calculations households whose in- 
comes would not carry even the operating costs of the unit. 

Exhibit 5-12 presents estimates of the number of coopera- 
tives that could be developed within the total net savings esti- 
mated to accrue to the beneficiary groups from rent stabi liza- 
tion. Again, two definitions of program eligibility and two 


different funding levels are used. If eligibility were restric- 
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, EXHIBIT 5-10 
SUBSIDIES REQUIRED FOR COOPERATIVES ! 
(Including Very-Low Income Households) 


HUD CLASSIFICATION 


Low Mixed Very Upper 
Income Income Low Low Moderate Income 
Program Program Income Income Income Elderly 


nr OU 


Average Purchase Price $35,726 $34,999 $35,834 $35,590 $33,415.) "5327252 
Average Mortgage $34,652 $33,949 $34,359 9345925 $32,416 S31 5352 
Monthly Housing Cost 
Supplement 
30% Income Sal $205 Soul SILL $8 0 
40% Income $188 $188 $245 $40 0 0 
Up-front Grant 
30% Income PAY Ake) $15 ,606 SIL, 430 og oO $157 ) 
40% Income $14,434 $10,078 $24,776 Sl,8o. 0 0 
Maximum Affordable 
Interest Rate 
(@ 30 years) 
30% Income leo, 5507. N/A Vs07 Lisa% Lo 
40% Income Die ve 7.47% On 2% 10.8% LT 35% 11.57% 
Percent of Eligible 
Households Requiring 
a Subsidy 
30% Income 100% IewA 100% 1002 ZU 07% 
40% Income 76% Sey A 100% S$&% 0% 0% 


l. Includes very low-income households who cannot cover operating 


and utility costs at 30 (or 40) percent of their income. 
2. Excludes households with zero subsidies. 
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EXHIBIT 5-11 


SUBSIDIES REQUIRED FOR COOPERATIVES ! 


HUD CLASSIFICATION 


Low Mixed Very Upper 
Income Income Low Low Moderate Income 
Program Program Income Income Income Elderly 


a eC OTT 


Average Purchase Price $35,845 $34,976 $36,182 $35,590 $33,418 $32,353 
Average Mortgage $34,770 $33,906 $35,096 $34,523 $32,416 $31,382 
Monthly Housing Cost 


Supplement 
(excludes market rate) 


30% Income $177 $162 $265 ye $8 0 
40% Income S73 $173 S229 $40 0 0 
Up-front Grant 
30% Income 317,896 $11,634 $260,775  vll,Z 186 S157 0 
40% Income SiZ,20L $8,969 ce 2 gl bY Be) $1,88! 0 0 
Maximum Affordable 
Interest Rate 
(@ 30 years) 
30% Income 4.1% 6.8% N/A hel Li.5% LINSZ 
40% Income 6.37 Vise Le2s 10.8% 11.57% ie Be 4 
Percent of Eligible 
Households Requiring 
a Subsidy 
30% Income 100% TANS 100% 100% 21% 0% 
40% Income 157 51% 100% 47% 0% 0% 
1. Excludes very low-income households who cannot cover operating 


and utility costs at 30 (or 40) percent of their income. 
Des Excludes households with zero subsidies. 
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EXHIBIT 5-12 


ACTIVITY UNDER A COOPERATIVE CONVERSION PROGRAM 


(Including All Very-Low Income Households 


and Assuming a 3% Down Payment) 


Low-Income Program 
Number of Grants 


Per Year 
Five-Year Total 


Number of Below-Market 
Loans/Housing Cost 
Supplements 


Subsidized 
Market Rate 
TOTAL 


Number of Eligible 
Households 

Mixed Income Program 
Number of Grants 


Per Year 
Five-Year Total 


Number of Below-Market 
Loans/Housing Cost 
Supplements 


Subsidized 
Market Rate 
TOTAL 


Number of Eligible 
Households 


Small Program 


($83 Million) 


307% 


Income 


3,700 
18,500 


244 ,000 


5,300 
26,500 


33,700 
10,900 


44,600 


350 ,000 


407 


Income 


5,800 
29,000 


36 ,800 
11,600 


48 ,400 


244 ,000 


8,200 
41,000 


36 ,800 
32,400 


69 ,200 


350,000 


Large Program 
($173 Million) 


30% 


Income 


7,800 
39,000 


244 ,000 


11,100 
55,500 


69 ,800 


23,200 


93,000 


350,000 


40% 
Income 


12,000 
60,000 


76,600 
24,200 


100,800 


244 ,000 


17,200 
86,000 


76,400 
67,800 
144,200 


350,000 
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ted to very low- and low-income households (not excluding those 
who would not carry the operating cost without subsidization -- 
and if funding were set at $83 million a year -- between 3,700 
and 5,800 grants could be supported every year. If eligibility 
were extended to moderate-income households, the production 
figures would approximately double. Again, this reflects the 
fact that a greater proportion of units would be market rate, 
thus reducing the average subsidy that is required for the group 
as a whole. Exhibit 5-13 shows a similar breakdown if one 
assumes that households which could not carry the operating cost 


without subsidy would be unable to participate. 


59.2.4 Comparison of All Options Considered 


Exhibit 5-14 compares all of the options presented hereto- 
fore. For both the “low income" and “mixed income" sets of 
eligibility assumptions, it shows the total rental subsidy and 
the total number of subsidized and unsubsidized units that could 
be financed under a "small" alternative assistance program (i.e., 
one that would cost $83 million per year), and a “large” program 
(one that would cost $173 million per year). These dimensions 
are, of course, the minimum and maximum estimates of net benefits 
to the target beneficiary groups that are now delivered through 
stabilization of their rents. The Exhibit also breaks down the 
figures according to whether the affordability standard selected 


is 30% or 40% of tenant income spent on shelter. 
5.3 Alternative Funding Mechanisms 


This section examines a series of alternatives for raising 
funds for housing assistance. The alternatives that have been 
identified for consideration fall into two basic groups. The 
first consists of funding mechanisms that would replace rent 
Stabilization, while the second consists of mechanisms that would 


supplement the existing stabilization system. None of the op- 
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EXHIBIT 5-13 


ACTIVITY UNDER A COOPERATIVE CONVERSION PROGRAM : 


(Excludes Very-Low Income Households) 


Low-Income Program 
Number of Grants 


Per Year 
Five-Year Total 


Number of Below-Market 
Loans/Housing Cost 
Supplements 


Subsidized 
Market Rate 
TOTAL 


Number of Eligible 
Households 


Mixed Income Program 
Number of Grants 


Per Year 
Five-Year Total 


Number of Below-Market 
Loans/Housing Cost 
Supplements 


Subsidized 
Market Rate 
TOTAL 


Number of Eligible 
Households 


1. Assumes 3 percent down payment. 


Small Program 


30% 


Income 


4,600 
23,000 


193,000 


7,100 
355000 


42,700 


17,400 


60,100 


350 ,000 


40% 


Income 


6,600 
33,000 


40,000 
13,600 


53,600 


232,000 


9,300 
46,500 


40,000 


ay 100 


77,700 


350,000 


Large 
($173 


30% 
Income 


9,700 
48 ,500 


“193,000 


14,900 
74,500 


89 ,000 
36 ,400 
125,400 


350 ,000 


Program 
Million) 


407% 
Income 


13,800 
69,000 


83,300 
28 , 500 


111,800 


232,000 


19,300 
96,500 


83,300 
78,700 
162,000 


350,000 
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EXHIBIT 5-14 


COMPARISON OF ALTERNATIVE APPROACHES TO RENT STABILIZATION 


Average Monthly Subsidy! 


@ 30 Percent Income 
@ 40 Percent Income 


Saall Prograa 


Total Number of Units 
(per year) 


@ 30 Percent Income 
Rent Supplement 
Grant (per year) 


@ 40 Percent Income 
Rent Supplement 
Grant (per year) 


Number of Subsidized Units 
(per year) 


@ 30 Percent Income 
Rent Supplement 
Grant (per year) 


@ 40:Percent Income 
Rent Supplement 
Grant (per year) 


Low-Income Prograa 


FMR 


30,700 
N/A 


32,500 
N/A 


30,700 
N/A 


32,500 
N/A 


l. Excludes market rate households. 


Housing Vouchers 


Imputed 


36 ,800 
N/A 


36,400 
N/A 


36 ,800 
N/A 


36 ,400 
N/A 


New 


Construc. 


$334 
$240 


20,700 
2,500 


29 ,000 
3,500 


20,700 
2,500 


28 ,800 
3,500 


Coop 


Conversion 


$221 
$188 


31,300 
3,700 


48 ,400 
5,800 


31,300 
3,700 


36 ,800 
5,700 


FMR 


SH72%) 
$212 


31,000 
N/A 


32,600 
N/A 


31,000 
N/A 


32,600 
N/A 


Mixed Income Program 


Housing Vouchers 


Imputed 


$186 
$190 


37,200 
N/A 


36,400 
N/A 


37,200 
N/A 


36 ,400 
N/A 


New 


Construc. 


$280 
$241 


28,100 
3,300 


41,600 
4,900 


24,700 
2,900 


28,700 
3,400 


Coop 


Conversion 


$205 
$188 


44,600 
5,300 


69,200 
8,200 


33,700 
4,000 


36,800 
3,900 
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EXHIBIT 5-14 


COMPARISON OF ALTERNATIVE APPROACHES TO RENT STABILIZATION 


(Continued) 


Average Monthly Subsidy? 


@ 30 
@ 40 


Percent Income 
Percent Income 


Large Prograag 


Total Number of Units 


(per 


@ 40 


Number 
(per 


@ 40 


year) 


Percent Income 
Rent Supplement 
Grant (per year) 


Percent Income 
Rent Supplement 
Grant (per year) 


of Subsidized Units 
year) 


Percent Income 
Rent Supplement 
Grant (per year) 


Percent Income 
Rent Supplement 
Grant (per year) 


FMR 


$225 
$213 


64,100 
N/A 


67,700 
N/A 


64,100 
N/A 


67,700 
N/A 


l. Excludes market rate households. 


Low-Income Program 


Housing Vouchers 


Imputed 


$188 
$190 


76,700 
N/A 


75,900 
N/A 


76,700 
N/A 


75,900 
N/A 


New 


Construc. 


$334 
$240 


43,300 
5,200 


60,700 
7,300 


43,200 
5,100 


60,100 
7,200 


Coop 


Conversion 


9221 
$188 


65,200 
7,800 


76,600 
12,000 


65,200 
7,800 


100 ,800 
11,900 


FMR 


9223 
$212 


64,600 
N/A 


68 ,000 
N/A 


64 ,600 
N/A 


68 ,000 
N/A 


Mixed Income Prograa 


Housing Vouchers 


Imputed 


$186 
$190 


77,500 
N/A 


75,900 
N/A 


77,500 
N/A 


75,900 
N/A 


New 


Construc. 


$280 
$241 


58,700 
7,000 


87,000 
10,300 


51,500 
6,200 


59,800 
7,100 


Coop 


Conversion 


$205 
$188 


93,000 
11,100 


144,200 
17,200 


69 ,800 
8,300 


76,400 
9,100 
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tions considered here would necessarily eliminate or modify the 
non-economic provisions of the existing rent stabilization 


Ordinance, 


5.3.1. Substitutes for Rent Stabilization 

Earlier sections of this Chapter explored a variety of hous- 
ing subsidy programs that might assist target beneficiary house- 
holds more effectively than does the existing system of rent 
stabilization. Several alternative funding levels were defined, 
based on the current level of aggregate rent savings realized by 
eligible households. These funding levels ranged from a minimum 
Of $83 million to a maximum of S173 million. in this secclounoun 
assignment is to examine three alternative tax mechanisms for 
raising comparable funds from the rental housing industry in the 
absence of rent stabilization -- a decontrol tax, a transfer tax, 
and an additional gross receipts tax. For each of these poten- 
tial funding mechanisms we estimate the pool of funds available 
for taxation, calculate the approximate tax rates necessary to 
achieve minimum and maximum funding levels, and consider the 
incidence of the tax burden and issues of implementation. 

Decontrol Tax. This option for raising housing assistance 
funds would permanently lift all existing rent ceilings as stabi- 
lized units became vacant. However, the owner of a decontrolled 
unit would be liable every year for taxes based on the difference 
between the actual rent received and the maximum rent that could 
have been charged had the unit remained occupied and stabilized. 
To illustrate, suppose that a unit currently rents for $350. 
Under the 7% ceiling, the rent next year could be increased to a 
maximum of $375 if the unit continued to be occupied by the same 
tenant. However, if the unit were vacated, thereby becoming 
permanently decontrolled, and the landlord charged the new tenant 
a rent of $400, the landlord would now be required to pay a tax 
based on the difference between $400 and $375. Next year, the 
hypothetical stabilized rent for the unit would increase to $401. 
If the landlord raised the rent to $450, the new tax liability 
would be based on the difference between $450 - $401, or $49, 
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Exhibit 5-15 presents several estimates of the pool of 
dollars available for taxation in the initial year of such a 
System. A three-step procedure was used to produce these esti- 
mates. First, we estimated the average 1985 rents for decon- 
trolled units. Next, we estimated average 1985 rents for stabi- 
lized units. Finally, we used these two average estimates to 
approximate the total pool of funds available for taxation.8 

Estimating the rents likely to be paid in 1985 by recent 
movers requires some assumptions about landlords' likely response 
to permanent vacancy decontrol. Currently, recent movers pay 
rents that average 14% more than the rents of stayers. This is 
partly a result of rent stabilization -- which encourages land- 
lords to obtain the biggest increases they can at turnover -- and 
partly the result of tenure discounts that are evident in all 
rental markets. How large a premium would recent movers pay on 
average in the absence of rent stabilization? Our estimates of 
Imputed Rents, developed in Chapter 2, suggest that in the ab- 
sence of controls, recent movers would face an average mark-up of 
about 10%, while our Market Rent estimates yield a 15% markup. 

Therefore, Exhibit 5-15 presents three estimates of 1985 
recent mover rents. The first two were obtained by inflating the 
average 1984 market and imputed rents of recent movers into 1985 
terms by applying the 1983-1984 CPI change. This reflects the 
assumption that, as units became vacant, landlords would begin 
charging the Market (or Imputed) rents that would occur in the 
absence of rent stabilization, and that the market rents of re- 
cent movers are (on average) 10% to 15% higher than average rents 
paid by stayers. Our third recent mover rent estimate is calcu- 
lated by applying a 14% markup to the 1985 rents allowed under 
rent stabilization. This reflects the assumption that, at least 
in the short-term, landlords would continue to price turnovers at 
the same ratio relative to stabilized units. It seems likely 
that, over time, aS an increasing share of the stock was decon- 


trolled, recent mover markups would increasingly be set relative 
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EXHIBIT 5-15 


POOL OF TAXABLE FUNDS IN 
INITIAL YEAR OF A DECONTROL TAX 


(in $ millions) 


Rent Adjustment Formulas 


Based on Market Rents 
Short-Term 956 SVEN 
Long-Term 21 so Cie ae) 
Based on 14% Mark-Up 
Short-Term ale 68.7 


Long-Term TAGS, Orne 


eh< VICI 


A 40 BAY Lovtie 


e@ 
-———— | rons e:@ @4) 


to market rents rather than controlled rents. However, this does 
not mean that the gap between recent mover rents and the "shadow" 
stabilized rents would narrow Significantly. 

Once estimates of average decontrolled rents have been com- 
puted, we estimate average stabilized rents. Average 1984 rents 
have been increased to 1985 terms using the maximum increase 
allowable under both the existing 7% ceiling and the Cost-Based 
Index formula described in Chapter 4. As in Chapter 4, the in- 
crease allowed by the Cost-Based Index formula is derived both on 
the basis of short-term and long-term price trends. 

The final step required to produce estimates of the pool of 
available revenues for a decontrol tax is to compute the differ- 
ence between average decontrolled rents and average controlled 
rent, convert this difference to annual terms, and multiply by 
the total number of units that are expected to turn over. Since 
about 20% of the renter households surveyed in 1984 were recent 
movers, we estimate that 20% of the roughly 489,000 stabilized 
units (or 99,756 units) would be decontrolled an the dnieral 
year. 

As the figures in Exhibit 5-15 illustrate, a smal ver us poor 
of taxable funds would be generated in the initial year of a 
decontrol tax system than the total amount saved annually by the 
target beneficiaries through rent stabilization. However, it is 
important to keep in mind that the full $83 — S173 million woulda 
not be required initially to offset the lost benefits of stabili- 
gation. Since stabilization would remain in effect until unves 
were vacated, many eligible households would continue to benefit 
from the system and would presumably not require any new form of 
assistance. Turnover rates among eligible groups appear to be 
approximately the same on average as the 20% rate observed among 
all households. As a result, initial funding requirements would 
probably range from $17 million to $35 million In’ the finstevear 
and escalate to the total savings amounts (plus price inflation) 


over some unknown number of years. 
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However, even these requirements appear rather large rela- 
tive to the funds available for taxation. To achieve the lowest 
funding level ($16.6 million), a tax rate of between 19% and 34% 
would be required. At an intermediate rate of 24%, the tax 
liability for an average decontrolled unit would amount to about 
$132, or about two percent of the annual revenues from the unit 
($5,700). The comparable intermediate tax rate necessary to 
raise the maximum funding level ($34.7 million) would be 46%. 
This would yield an average liability of $254, or abouts4s5-mor 
the total income per decontrolled unit. 

HOw would such a system operate as increasing numbers of 
units became decontrolled? It is impossible. to generate year- 
by-year estimates of growth in the pool of taxable dollaresnror 
two basic reasons. First, we do not know how many new units 
(1.e€., units that had not turned over and been decontrolled be- 
fore) would turn over every year. It seems likely that the 
incremental number of decontrolled units would be smaller each 
year until finally the majority of the stabilized stock had 
turned over at least once. Second, TU ls difficult tos tOmecacr 
accurately the changing relationship between unstabilized rents 
and stabilized rents, 

Although we cannot track the year-to-year progress of a 
decontrol tax system, it is reasonable to assume that in the 
long-run, when virtually all units were decontrolled, such a 
system would essentially correspond to the initial-year scenario 
outlined above. Taxes would be imposed on all units (five times 
the number contributing to the tax base in the first year), and 
total funding levels would be required (five times the initial- 
year estimates). However, the long-term relationship between 
decontrolled and stabilized rents could either expand or dimin- 
ish. 

It must also be noted that application of such a tax raises 
as least three serious operational problems. First, as the range 
of estimates in Exhibit 5-14 illustrates, it would be extremely 
difficult -- if not impossible -- to anticipate on a year-to-year 


basis what levels of funding would be generated or what levels 
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would be required as units became decontrolled. MThus, trying to 
finance a reliable and efficient subsidy program entirely on such 
a funding system would be quite risky. Second, the tax itself 
would be complex to administer, since landlords would be taxed on 
a different basis for each decontrolled unit, where the taxable 
basis depended upon a unit's current rent, its rent at the time 
of decontrol, and the number of years since decontrol. Finally, 
at least at first the brunt of this ‘tax would probably be borne 
by movers, particularly during the initial years of implementa- 
tion. As more and more units were decontrolled, the tax burden 
would gradually spread to the full renter population, but at 
first the rents of recent movers would certainly increase as 
landlords attempted to achieve desired rates of return net of the 
new tax on rental income. 

Variations on a Decontrol Tax. We have also been asked to 
comment on two variations on the decontrol tax. In the first, 
the owner of a stabilized unit would be given decontrol as an 
option to keeping the unit stabilized. If the landlord decided 
upon decontrol, he/she would be subject to the tax but the unit 
would never return to stabilized status. If the landlord opted 
for continued stabilization, he/she would be exempt from the tax 
until the next time the unit was vacated, when the same set of 
choices would be available again. 

In principle this variation need not alter the tax rates 
that would need to be imposed to offset the losses of benefits 
suffered by tenants. If a fraction of the housing stock remained 
unstabilized, an offsetting fraction would continue to benefit 
from stabilization. Thus; rf only 50% of the Vand lords electra 
decontrol, funding requirements should fall by about the same 
fraction. But there would be too many variables at work to be 
certain that funding requirements during any period would remain 
in constant proportion to the pool of available tax dollars. 
Thus, the risks of mismatch that were already great under a man- 
datory decontrol/tax program would be greatly magnified. If 
there were a buffer pool available from some other funding 


source, this problem could, Of course, "be lessenea 
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To estimate the proportion of landlords who would opt for 
decontrol it is necessary to determine why some landlords might 
choose to pay a tax and achieve decontrol while others would 
prefer to remain subject to rent stabilization. It seems likely 
that landlords who have experienced very low turnover rates would 
select the decontrol option when the opportunity arose. By con- 
trast, landlords who have experienced high turnover rates might 
not consider rent stabilization as a serious constraint and might 
Ehervefore, Opt sout Of a itax. 

To illustrate, suppose two units, owned by two different 
landlords, are vacated at the same time. Both landlords can 
charge market rates for these units, whether or not permanent 
decontrol is elected. If Landlord A expects the new tenant to 
move out within two or three years, he may decide to remain con- 
trolled. When the unit turns over again, he will be able to 
again charge a market rent, and will have paid no tax in the 
meantime. Landlord B, on the other hand, may expect his new 
tenants to remain in-place for five years or more. If so, he 
would prefer to pay a tax and be able to keep rents at market 
levels. 

The trade-off between the cost of an annual decontrol tax 
and the benefit of decontrol depends not only on expected turn- 
over rates, but also on the relationship between market rent 
increases and increases allowed under rent stabilization. If 
market rents rose rapidly relative to controlled rents (as they 
did on average over the 1977-84 period), landlords would be more 
likely to opt for decontrol, unless their tenants typically move 
every year OF two. By contrast; if warket rent incereasesswere 
only slightly higher than controlled rent increases (as they 
appear to have been in the last year or so), more landlords would 
opt to avoid the tax, even if they expected tenants to remain 
in-place for three or four years. 

Given that landlords woulda have only one opportune, co 
elect permanent decontrol for any given unit, it seems likely 
that only landlords with very high turnover expectations would 


take the chance of remaining stabilized. Even though the tax 
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rates implied by the decontrol options are rather high, most 
landlords would probably prefer to regain autonomous control over 
rents. Therefore, it seem unlikely that more than 10% to 20% of 
units would remain in the rent stabilization system after having 
become vacant after the optional system had been installed. This 
would imply a slightly slower rate of decontrol than the manda- 
tory option -- and probably some irreducible residue of stabi- 
lized units in chronically high-turnover situations -- but the 
difference would not be expected to be very large. 

The second variation on the decontrol tax approach that we 
were asked to address is the same as the voluntary decontrol 
option but with a 25% cap on the markup that a landlord who opted 
for decontrol could charge. Whether and how often this cap would 
come into play would depend to some extent on the tax rate ap- 
plied to the difference between stabilized and decontrolled 
rents, as well as on all of the other variables cited earlier. 
Based upon the figures and estimates developed in the study, and 
the prospect that the tax rate would not be much different from 
that required for the mandatory decontrol program, the 25% cap 
would not be expected to have much operational effect. 

Transfer Tax. The second funding mechanism considered would 
impose a tax on stabilized properties at the time they were sold. 
Total rent revenues in the year prior to sale would be subject to 
taxation. 

Three alternative measures of average rent revenues were 
used -- average 1984 rents as reported in our tenant survey ($401 
per month or $4,812 annually), average 1983 per unit revenues as 
reported in our landlord survey inflated to 1984 terms ($3,673 
annually), and average 1983 per-unit revenues among properties 
sold in 1984 from the DAMAR sample ($4,642 annually). Two esti- 
mates of property turnover rates were used --a short-term measure 
based on 1984 sales (6.7%), and a long-term measure based on the 
average for the 1979-1984 period (7.97%). 

Exhibit 5-16 presents several estimates of the pool of tax- 
able funds that such a system could be expected to generate if 


implemented today. Although much larger than the tax base of the 
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EXHIBIT 5-16 
POOL OF TAXABLE FUNDS IN INITIAL YEAR OF A TRANSFER TAX 


(in $ millions) 


Property Turnover Rate 


Short-Term Long-Term 
Based on 
Tenant Rents Ls7 sf 187.5 
Landlord Revenues P2053 143.1 


DAMAR Revenues G2 180.9 


ofi' a q Gave 


vacancy decontrol tax, this mechanism appears to generate a pool 
of taxable funds that is small relative to the required funding 
levels. Specifically, the minimum funding level ($83 million) 
would require landlords who sold their properties to pay a tax 
equal to roughly half the previous year's total revenues. This 
implies an average liability of about $2,350 per unit, or about 
6.6% of the unit's value. In other words, this mechanism would 
roughly translate into a 6%-7% tax on the total sales price of 
rental properties. Tax rates approximately twice as high (i.e., 
12%-14%) would be required to achieve the maximum funding level 
OF 09 dao. Mak On 

If imposed all at once these tax rates would produce the 
total funding required to replace the benefits lost if the exist- 
ing system of rent stabilization were discontinued all at once. 
However, if controls were lifted gradually -- as in the previous 
option -~ lower initial funding levels would be required. One 
such approach might be to lift stabilization as properties were 
sold, although this might encourage a rash of paper transactions, 
followed by a return to more normal turnover patterns after the 
majority of the stock had achieved decontrol. If decontrol were 
linked to property turnover, and if turnover rates remained 
fairly stable at 6% to 8% per year, then tax rates could ini- 
tially be lower, since the majority of eligible households would 
continue to receive existing rent stabilization benefits. How- 
ever, in the long term, tax rates would have to rise, since the 
turnovers occurring in any given year would have to support the 
full funding level required to replace rent stabilization. 

The probable incidence of such a transfer tax is somewhat 
difficult to anticipate. Landlords who held their properties 
would not be directly affected, but it seems likely that, in the 
long-term, some extra rent increases would occur as landlords 


attempted to preserve their after-tax rates of return. If rent 
stabilization were lifted immediately for all units, this in- 


crease would probably be distributed across the entire tenant 


population, so that recent movers would not bear a disproportion- 
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ate burden. If, on the other hand, decontrol occurred gradually, 


the adverse affect on recent movers would probably be greater in 
the short-term. 


Additional Gross Receipts Tax. The third funding mechanism 
examined would provide for immediate decontrol of all stabilized 
units, and would impose an increment to the annual gross receipts 
tax on residential rent revenues. In other words, all landlords 
would pay an annual tax, based on the preceding year's total 
revenues and unconnected to turnover, building cost or the char- 
acteristics of building residents. To estimate the 1985 pool of 
taxable rent revenues to which such a tax might be applied, we 


have two data sources: 


* The tenant survey yields an average monthly per-unit 


contract rent in 1984 of “S401 per month, 0o1r 6475012 
annually. Given an estimated 489,000 stabilized units, 
the total pool of funds available for taxation is 489,000 
x S47 ol 2 = "o2eo55. Diltion. 


* The landlord survey reports average annual revenues in 
1983 of $3,359 per unit. We can inftlate this ves Cams ee 
1984 terms using the average 1977-83 revenue growth rate 
reported by Los Angeles landlords (9.34%). This yields a 
per-unit figure of $3,673. Multiplying this per-unit 
estimate by the 489,000 stabilized units yields a pool of 
taxable funds of 61.796 baibion. 


The funding requirements under this option again range from 
a minimum of $83 million to a maximum of $173 million. These 
correspond to our minimum and maximum estimates of benefits cur- 
rently going to eligible households (see Exhibit 5-1). 

Of the three funding mechanisms considered as substitutes 
for the existing system of rent control, this option draws upon 
the broadest tax base and therefore yields the lowest rates. 
Assuming the stabilization was discontinued at the same time that 
the tax took effect, the amount needed to be raised to offset the 
net benefits lost by the target beneficiary groups would be the 
full $83-$173 million. This works out to mean that landlords 
would be required to pay an additional gross receipts tax of 
between 4% and 10% of rental income, for an average additional 
tax liability of between $192 and $481 per unit.9 Again, this tax 


would be spread evenly across the entire stock of rental units, 
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rather than applying only to units vacated or properties sold. 
Like the other taxes considered here, an additional gross re- 
ceipts tax might be passed through to tenants in the form of 
higher rents. However, since all units would be affected, and 
again assuming that stabilization was discontinued immediately, 
the burden would be broadly distributed. 


inet Supplements to Rent Stabilization 


This section examines three alternative funding mechanisms 
that would operate in conjunction with rent stabilization. The 
central concept behind each of these options is to supplement the 
benefits of stabilization in such a way as to ensure that poor 
and elderly households spend no more than the Federal afford- 
ability standard of 30% of their incomes for housing. As dis- 
cussed in Chapter 2, the existing rent stabilization system some- 
what reduces the rent burdens of a substantial share of Los 
Angeles households. Still, many low- to moderate-income and eld- 
erly households bear housing costs in excess of generally ac- 
cepted affordability Standards, Exhibit 5-17 reports the snare 
of households in our two eligibility groups with 1984 gross rent- 
to-income ratios over 30% and 40%, respectively. Clearly, rent 
stabilization has not eliminated housing affordability problems 
for all low- and moderate-income households of Los Angeles. 
Exhibit 5-17 also provides estimates of the aggregate addi- 
tional money benefits that would need to be paid, above and be- 
yond the benefits of rent stabilization, if the program objective 
were to bring rent-to-income ratios down to 30% (or 40%) for all 
eligible households. In other words, if the existing system of 
rent stabilization were retained, this is how much additional 
funding would have to be raised to ensure that housing costs were 
affordable for all eligible households. Note that these funding 
requirements are considerably larger than the aggregate benefits 
already received by eligible households from stabilization, rang- 


ing from a minimum of S128 million to a maximum of $287 million. 
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EXHIBIT 5-17 


SUPPLEMENTAL FUNDING REQUIREMENTS 


TO ENSURE HOUSING AFFORDABILITY 


Gross Rent 


Eligibility Groups In Excess of 30% Income 
Very Low and Low Income 68% 


Very Low, Low, and Moderate 
Income and all Elderly 51% 


Aggregate Amount 


In Excess of 30% Income 


Very Low and Low Income $267 million 


Very Low, Low and Moderate 
Income and all Elderly $287 million 


Gross Rent 


In Excess of 40% Income 


40% 


287 


Aggregate Amount 


In Excess of 40% Income 


$128 million 


$130 million 
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[It 1s also important to note that these funding levels are 
based on current rents and give no consideration to housing 
qialiwiy. tie arten implementation of the new program, a substan- 
tial number of eligible households moved to more expensive units, 
the funding requirements of the program could expand dramatical- 
ly. Given the nature of the subsidy described, this outcome is 
highly likely. Presumably, a rental ceiling could be incorporated 
into the adjustment formulas. Nevertheless, the figures in the 
chart are probably at the low end of the range of plausible 
estimates of funding requirements. 

The remainder of this section explores three optional mecha- 
nisms that have been identified by the City as possible ways of 
meeting these funding requirements -- a vacancy tax, an annual 
unit tax, and an “unintended benefits" tax. As in the preceding 
section, we identify the pool of taxable funds available under 
each of these alternatives, calculate the implied tax rates, and 
discuss the incidence of tax burdens. 

Vacancy Tax. The first mechanism would retain the existing 
rent stabilization system and add a tax on landlords whenever 
units turned over. In other words, landlords would continue to 
have the right to raise rents without limit for new tenants, but 
would pay a tax on the previous year's rent for all units that 
turned over. 

Using average annual 1984 per-unit rents from the tenant 
survey ($4,812), estimating an average turnover rate of 20.4% 
(again based on tenant data) and an estimated 489,000 stabilized 
units, the pool of taxable funds that would be generated in 1985 
amounts to roughly $480 million. An alternative estimate would 
be obtained from the landlord data: the average annual 1983 
revenue per unit is reported at $3,359, and when inflated to 1984 
it yields an annual figure of $3,673; the average turnover rate 
is reportedly about 15.5%. These data yield an estimated pool of 
about S278 million. 

Funding requirements under this option range from a minimum 
of $128 million to a maximum of $287 million. These correspond 


to our minimum and maximum estimates of excessive housing burdens 
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Currently .paid by eligible households, (see.8xhibin 5=1 eee 
rates can be estimated at minimum and maximum funding levels, 
using both estimates of the pool of taxable dollars. When the 
tenant data are used to estimate the tax pool ($480 million), one 
derives a minimum necessary tax rate of about 27% and a maximum 
rate of just under 60%. When the landlord survey is used to 
estimate the tax pool ($278 million) one identifies a minimum 
necessary tax rate of about 46%. At the maximum funding level, 
however, the total taxable pool would not support the cost even 
if taxed at 100%, since $480 million would be needed and only 
$287 million would be generated by the turnover rate. 

The brunt of this tax would almost certainly be borne by 
movers, since landlords would attempt to pass on the cost and 
rents on continuously occupied units would remain regulated. Our 
earlier analysis has shown that recent movers already pay a large 
proportion of the subsidy provided by the existing rent stabili- 
zation system. This option would necessarily increase the burden 
borne by a relatively small segment of the City's population. 

Annual Unit tax. This option would extend the tax base from 
recently vacated units to the entire stock of stabilized units. 
Again, the existing system of rent stabilization would be re- 
tained, but supplemental housing assistance funds would be raised 
by taxing the prior year's rent revenues for all units, not just 
those vacated. 

This system would generate the same pool of taxable funds as 
the supplement to the gross receipts tax that was discussed in 
the prior section. Using 1984 rents as reported in the tenant 
survey, the pool would total $2,353 billion in 1985; usimngieehe 
landlord survey data, it would total $1.796 billion. fThe tax 
rate necessary to yield the needed funding would range between 5% 
and 12% of annual revenues, based on the tenant survey data. 
Based on the landlord survey, the tax rate would range from 7% to 
16%. 

While these rates are lower than those required for the 
vacancy tax, the burden would still be likely to fall primarily 


on the 20% of renter households that move in any year. Even 
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though every unit would be taxed under this option, landlords 
could not pass on the cost to the occupants of the units that 
remained occupied and stabilized. Therefore, the impact of this 
mechanism on recent-mover rents would be likely to be about the 
Same as the impact of a vacancy tax. 

"Unintended Benefits" Tax. The final funding mechanism 
considered here represents an attempt to improve upon the distri- 
bution of benefits and costs that has resulted from the existing 
System of rent stabilization. Funds would be raised by taxing 
higher income renters who appeared to be benefiting from stabili- 
zation. These funds would then be used to reduce the housing 
costs of lower income renters who bear cost burdens greater than 
30% (or 40%) of income. Specifically, nonelderly households with 
moderate- or upper-level incomes (by HUD standards) would be 
taxed on their “unintended benefits," defined as the difference 
between 30% of their income and their actual housing costs. 

Exhibit 5-18 presents data on the housing expense burdens of 
moderate- and upper-income, nonelderly renters. The vast major- 
ity of these households (91%) pay less than 30% of their income 
for rent. However, as the Exhibit shows, these housing expense 
burdens are not low primarily because of rent stabilization. 
Among those with low rent-to-income ratios, the average differ- 
ence between their actual gross rent and 30% of their income is 
$441 per month, while the average benefit attributable to rent 
stabilization is only $3 to $4 per month. In fact, among the 
non-elderly, upper-income households with low housing cost bur- 
dens, rent stabilization is estimated to result in a net cost of 
$19-23 per month above the rents they would pay if stabilization 
had never been enacted. Thus, it must be noted that these house- 
holds are already paying part of the subsidy provided by the 
existing stabilization system. 

Nevertheless, if non-elderly, moderate- and upper-income 
households were taxed on the difference between their gross rents 
and 30% of income, a total pool of about S1.016 billion swould be 
available for taxation. If the tax rate were set at the amount 


necessary to raise the dollars required to bring the other groups 
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EXHIBIT 5-18 


HOUSING EXPENSE BURDENS AMONG NONELDERLY , 
MODERATE- AND UPPER-INCOME HOUSEHOLDS 


Nonelderly Renter Households 


Moderate Upper 
Income Income Total 
Share with gross rents 
below 30% of income 82% 97% 91% 
For households with gross 
rent-to-income ratios < 30%: 
Mean difference $185 $581 $441 
Mean rent control 
benefit - imputed rent S 42 -$19 Se ss 


- market rent $ 89 $ 16 S42 


<= ap tie ot Ss 
wy wah 


a” piuanaluy -— 
oe Cam *iii 


of tenants into the affordable range, the rate would be between 
12.6% and 28.2%. If enacted, the result would be that 43% of all 
renter households would pay an average tax of between $667 and 
$1,492 annually -- about 1.9% to 4% of income for the average 
moderate- to upper-income renter household (which has an average 
income of about $35,800). 

It seems very probable that explicitly targeting a tax of 
this nature on the most affluent segment of the renter population 
would add substantially to existing incentives for these house- 
holds to become owner-occupants. Over time, the rental housing 
stock would be expected to decline relative to the owner-occupied 


stock, and quite likely in absolute terms as well. 


5.3.3 Summary Presentations 


Exhibit 5-19 provides a one-page summary of all of the 
options examined that would substitute for rent stabilization. 
Exhibit 5-20 does the same for all of the options that would 
supplement stabilization. As observed in each case, all options 
would involve substantially higher tax rates that have been tra- 
ditionally levied in Los Angeles, and most would apply to tax 
bases composed of relatively small portions of the population, so 
that the burden would be sharply felt. 
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Units Subject 
to Taxation 


Frequency of 
Taxation 


Pool of Taxable 
Dollars 
(initial year) 


Tax Rate 
Minimum Funding 


Level 
($82.9 million) 


Maximum Funding 
Level 
($173 million) 


BAHIBIT 5-19 


SUMMARY OF TAX MECHANISMS 
SUBSTITUTES FOR RENT STABILIZATION 


Decontrol 
Tax 


All units that 
have been vacated 
and hence, are 
permanently 
decontrolled 


Annually 


$49.1 million 
to $75.4 million® 


22.02% = 33.817. OL 
difference between 
actual and 
controlled rent? 
46.02% - 70.67% of 
difference between 
actual and 
controlled rent 


Transfer 
Tax 


Unies etitat 
are sold 


At time of sale 


$120.3 million 
to) S487 oymilLlion 


[USCIS 3 {oyo) 5S) 
of rent revenues 


G22 = Vasey, 
of rent revenues 


Additional 
Gross 
Recess 


All units 


Annually 


$1,796 million 
to- $2,353.11 lion 


3,924 =t45 627 
of rent revenues 


Ie SH = ODIs 
of rent revenues 


a. Assumes that controlled units continue to be subject to the existing Seven 
Percent adjustment formula, and that only 20% of units are vacated in the first 


year. 


b. Assumes that only 20% of funding is required in initial year, since only 


20% of stock is decontrolled. 


For comparison to other tax rates, 


these estimates 


represent 2.5% - 3.5% of total rent revenues for the minimum funding level, and 
5.3% - 7.2% of rent revenues for the maximum funding level. 
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Units Subject 
to Taxation 


Frequency of 
Taxation 


Pool of Taxable 
Dollars 
(initial year) 


EXHIBIT 5-20 


SUMMARY OF TAX MECHANISMS 
SUPPLEMENTS TO RENT STABILIZATION 


Vacancy Tax 


Units vacated 
and newly occupied 


Year of turnover 


$278.4 million 
to $480.0 million 


Annual Unit Tax 


All units 


Annually 


$1,796 million 
to.$2,353 mi blion 


"Unintended" 


Benefits Tax 


Non-elderly 
renter households 
with moderate to 
upper incomes and 
rents less than 
30% of income. 


Annually 


$1,016 million 


Tax Rate 

Minimum Funding 26.67% - 45.987 5.44% - 7.137 1255/4 0k 

Level of rent revenues of rent revenues “unintended 

($128 million) benefits"? 

Maximum Funding 59.79% - 103.09% 2 20 fa = or 9 O7, PEGI, ORE 

Level of rent revenues of rent revenues “unintended 

($287 million) benefits" 
a. "Unintended'' benefits are equal to the excess of 30 percent of income 


over gross rent. 


These tax rates represent about 2% of household income for 


the minimum funding level and about 4% of household income for the maximum 


funding level. 
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ie should be noted that this does not include all people in these 
income categories in the City, but only the portion of them who 
live in rent-stabilized properties. 


2Also, of course, it would be possible to set the subsidy equal to 
the actual difference between the rent paid by a target group 
household and 30% of income if that difference were positive. 
However, projecting the effects of this program requires knowing 
the markups in rent that would be charged to currently stabilized 
tenants immediately upon discontinuance of stabilization. Over 
time, one would expect these rents to rise to the Imputed Rent 
levels, but it is very difficult to estimate how long this would 
take. Therefore, while Imputed Rents represent a reasonable 
long-term surrogate for actual unstabilized rents, they may not 
be in the near term. 


3Estimated Market Rents -- which are lower than FMRs but margin- 
ally higher than Imputed Rents -- would have produced yet another 
standard of housing costs. However, since the estimated subsi- 
dies produced by Imputed Rents are close to those produced by 
Market Rents, we have not employed them here. 


IGGea Rede Struyk and M. Bendick, Jr., eds., Housing Vouchers for 


the Poor, Lessons from a National Experiment, The Urban 
Institute, W981, 


SThese figures were derived by estimating the costs of a proto- 
typical two-bedroom unit. This figure was then adjusted upward 
or downward for larger and smaller units by using cost differ- 
entials derived from a comparative analysis of development costs 
(see Schnare, et al, Costs of HUD Multifamily Projects 7a oan 
Similar figures can be derived if one applies the differentials 
for HUD net construction FMRS. 


6The figures presented in the text refer to a new construction 
program. Comparable results would arise if one considered 
substantial rehabilitation. Previous studies have found that the 
total cost of substantially rehabilitated units are about 5% less 
than the costs of “otherwise similar” new construction. § As a 
result, the figures presented in the text could be deflated by 5% 
to provide rough estimates of average subsidies, and inflated by 
5% to derive feasible production levels. 


TNote that these sale prices and cost estimates include no 
allowance for rehabilitation costs prior to conversion to coop 
and sale. Many with experience with Los Angeles conversions 
report that such costs often must be paid to effect conversion. 
To the extent this is true, costs are understated here. 


8a11 rent measures used in the discussion of funding alternatives 
refer to contract rents, unless specifically noted. 


%While these rates are much lower than those involved in other 
funding Options, 1t is important to note Chat they are dranat— 
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At A MEMBER OF ARTHUR YOUNG INTERNATIONAL 


1 Vi, 515 South Flower Street 
/\R HUR OUNG Los Angeles, California 90071 


April 19, 1985 


Ms. Francine Rabinovitz 

Vice President 

Hamilton, Rabinovitz, Szanton 
& Alschuler, Inc. 

3345 Wilshire Boulevard 

Suite 407 

Los Angeles, California 90010 


Dear Ms. Rabinovitz: 


At your request, we have performed certain computerized 
procedures on a machine-readable file of Los Angeles Landlord 
Survey data which was supplied to us by John McConahay of HRS&A 
and another series of computerized tests on a separate file 
provided by Ann Schnare of the Urban Institute. The tests have 
been grouped into four (4) categories and were performed on the 
noted files: 


fe) Survey sample HRS&A 
Urban Institute 
re) Reasonableness tests Urban Institute 
fe) Unusual averages Urban Institute 
Oo Expenses as a percent of Urban Instituce 
income 


SURVEY SAMPLE. From the HRS&A file which contained 261 surveys 
each with 234 data elements, we selected a statistically random 
sample of 32 records. Each data element was agreed to the 
original survey. Based upon this test we found 11 surveys had no 
errors and the remainder contained between one and five errors a 
survey for a total’ of 39 errors, Therefore, The error rave wpa aed 
on the sample we tested was .52%. We believe that any signi- 
ficant errors in this sample affecting the remainder of the popu- 
lation will be identified in the tests described in the following 
Sections’. 


From the Urban Institute file which contained 210 surveys we 
selected the same sample items which had been chosen from the 
HRS&A file. Seven of these selected surveys had been deleted 
leaving a Sample of 25 to be reviewed. “Ihe detalledvdata 
elements on the Urban Institute file were also agreed to the 
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Ad ARTHUR YOUNG 


Ms. Francine Rabinovitz 
April 19, 1985 
Page Two 


original survey. The test revealed 11 surveys which had no 
errors and 14 surveys which had between 1 and 5 errors each, for 
a total of 365 errors. This equates into a .62% sample error 
Tce. 


A subsequent review was made of the HRS&A tape and was limited to 
the same 25 surveys discussed in the preceding paragraph. Of 
these 25 surveys, 7 had no errors and the remaining 18 surveys 
contained one to five errors for a total of 33 errors sto 
results in an error rate based on the sample tested of .56%. 
According to a study performed by N. Carweit and E. D. Meyers, 
Jr., error rates of less than 4% are considered adequate and 
error rates of less than 2% are considered excellent. The error 
rate in this survey is less than .63 of 1%. 


REASONABLENESS TESTS. We designed a series of 20 tests based on 
the survey which would indicate an error or unusual condition. 
Some sample tests were negative total property income and 11 or 
more points charged for the mortgage. When minor differences and 
rounding are ignored, we found error or visual item rates of less 
than, 10% aor seach test. 


UNUSUAL AVERAGES. We designed some subjective averages based on 
the survey which should verify data accuarcy. Examples of these 
averages were property income per unit and total operating costs 
per unit. Each average was computed for each survey where the 
data was provided and the mean for each average was calculated. 
We then identified the number of surveys which varied from the 
mean by more than 50%. The percentage of surveys varying by more 
than 50% from the mean was more than 20% for each average. 


EXPENSES AS A PERCENT OF INCOME. Based on the wide ranges noted 
in the preceding averages, we computed each of the expense 
categories (salaries, utilities, etc.) as a percentage of total 
income for each survey. With the exception of financing costs 
which varied widely across the surveys, each individual expense 
category and total operating expenses exhibited an expected 
percentage relationship to income. 


We would be pleased to review our detailed results with you or 
answer any questions at your convenience. 
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